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THE IMPACT OF THE SECURED TRANSACTIONS 
ARTICLE ON COMMERCIAL PRACTICES WITH 
RESPECT TO AGRICULTURAL FINANCING 


Rosert S. Huntt anp GLexn R. Coares* 
I 


INtRopUcTORY: ScopE AND LIMITATIONS 


“Agricultural financing” is a phrase of many hues; both words of the term defy 
precise definition. Whereas sales techniques for consumer durables are pretty 
much the same in Portland, Maine, or Portland, Oregon, different farm economies 
demand different financing methods. Thus, the stubborn facts of agriculture place 
an initial limitation on uniform codification. We know, however, that the draftsmen 
of the Secured Transactions Article were well aware of this.’ Money lenders also 
vary their methods from area to area, often without rhyme or reason; differing 
practices prevail in almost identical basic economies.? This makes it doubly difficult 
to fit agriculture financing into the proposed structure of the Code. Moreover, when 
we speak of varying credit practices, we have said almost all we can: we actually 
know very little about how the garden variety of farm financing goes on throughout 
the country. Like many routine operations, it has gone on for generations and the 
law has been assuming a set of practices which may or may not have been close to 
the facts. Unlike the restaters of the law of future interests, draftsmen for the Com- 
mercial Code have cleansed the Augean stables without benefit of inventory.* 

No one writes about farm financing in order to depict an institutional pattern. 

+ A.B. Oberlin, 1939; A.M. Harvard, 1940; LL.B. Yale, 1947. Instructor and Assistant Professor 
of Law, State University of lowa, 1947-49; Rockefeller Research Fellow in Law, University of 
Wisconsin, 1940-50. Member of the Iowa bar. With firm of Pam, Hurd, and Reichmann, Chicago, III. 

*LL.B., Wisconsin, 1949. Research Assistant in Agricultural Economics, University of Wisconsin, 
1949-50; Carnegie Research Fellow in Law, University of Wisconsin, 1950-51. Member of the Wisconsin 
bar. Member, Guell and Coates, Thorp, Wisconsin. 

*See Gilmore, Chattel Security: Il, 57 Yace L. J. 760, 786 (1948). This citation is premised on the 
assumption that Professor Gilmore was one of the draftsmen. 

? The authors interviewed a number of bankers from agricultural areas attending the School for 
Bankers at Madison, Wisconsin, in August of 1950. Different loan and security policies existed, in some 
cases, for substantially similar economic situations. 

*Compare McDougal, Future Interests Restated: Tradition Versus Clarification and Reform, 55 Harv. 
1. Rev. 1077, 1115 (1942). 
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Every now and then a country banker describes a narrow point of technique, but to 
get broader significance from his discourse one has to read between the lines and 
assume the whole set of practices to which the new technique is incident. Until we 
know more we have to be selective; and, moreover, we have to rely greatly on per- 
sonal interviews. Anyone who has done research in this way knows how time- 
consuming and oft-times fruitless it can be. Thus, this discussion necessarily omits 
consideration of vast and important fields of agricultural financing—the trading in 
livestock paper by the large Chicago credit houses, for instance—in the hope 
that a more detailed analysis of a particular region would be of greater value. 

Therefore, the authors have focused their attention on southern Wisconsin. 
In so far as an area may be called “representative,” this region is as much so as any. 
Dairy farming is predominant, but there is also considerable production of beef 
cattle, hogs, and tobacco. This combination assimilates to some degree both the 
cash-crop economy of the wheat and cotton belts, and the livestock economy of 
the corn belt. As part of a broader project,® one of the authors interviewed a 
sampling of southern Wisconsin bankers, lawyers, and officials of the Production 
Credit Association concerning methods, devices, and techniques used in handling 
agricultural chattel security.® 

We have also eliminated consideration of matters not peculiar .to agricultural 
financing. Like everyone else, the farmer is a consumer, and he, too, buys auto- 
mobiles, refrigerators, radios, and television sets. But we assume his problems 
in this regard are no different from those of other consumers who buy durable 


goods on credit. However, the line here is not sharp. The thousand dollar loan 
secured by a stand of corn is not earmarked: perhaps the farmer will use it to buy 
feed and fertilizer and perhaps he will use it to buy a new car. And who is to say 
which use of the money is improper?? We cannot neatly separate the farmer as a 
consumer from the farmer as an entrepreneur. 

Even with these limitations, we still have an economically important segment 


“See, e.g., Young and Graliker, Two Farm Loan Programs Benefit Both Farmer and Bank, 65 
Bankers MonTtHLy 12 (1948); Harding, Farm Equipment Credit Policies, Burroughs Clearing House, 
October, 1945, p. 18; id., November, 1945, p. 20; Swanzey, Agricultural Loans Increased by a Complete 
Farm Loan Program, 64 Bankers MONTHLY 583 (1947); Bird, Farm Financial Statements, Banking, 
February, 1946, p. 72; De Jong, Bank-Managed Farming, Banking, February, 1946, p. 47. See also 
Harry M. Love, Financinc Truck Crops IN THREE EAsTERN VirGiNIA CouNTIES, VIRGINIA AGRICULTURAL 
EXPERIMENT Station Butt. No. 369 (April, 1945); and Myers, AGRICULTURE AND THE SECURITY LOAN, 
Cornect Universiry DEPARTMENT OF AGRICULTURAL Economics (1948). 

* One of the authors is presently engaged as a Carnegie Law-in-Action Fellow on a research program 
dealing with agricultural security under Professor J. H. Beuscher at the University of Wisconsin School 
of Law. Professor Beuscher envisages a series of studies which will portray the going ways of law 
rather than what the courts and commentators say are the going ways. For one example of such a study 
see ECKHARDT, TRANSFER OF THE FamiLy Farm (unpublished S.J.D. thesis in University of Wisconsin 
Law Library, 1950). 

° The author interviewed ten lawyers, ten bankers, and two officials of the Production Credit Associa- 
tion. Although he interrogated the parties generally as to their impressions of relevant portions of the new 
Code he directed most of his questions to matters of present policy and practices in exacting security for 
loans on agricultural chattels. 

7 Wirtiam G. Murray, AGRICULTURAL FINANCE 11-12 (1946). 





SECURED TRANSACTIONS ARTICLE WITH Respect TO AGRICULTURAL FINANCING 167 
of agricultural financing secured by chattels. In 1949 a total of 2.8 billion dollars 
was outstanding in agricultural non-real-estate credit.* But there is more involved 
here than cold statistics: in the case of many farmers, the burden of short-term debt 
spells the difference between success or failure.’ In addition, short-term credit, 
although in total amount outstanding less than long-term credit, actually represents a 
greater number of individual loans because each loan is smaller.’ Any legislation 
affecting that amount of credit and touching so many farmers is obviously of great 


importance to the nation’s economy. Moreover, such short-term loans secured by 


chattels have assumed new prominence in southern Wisconsin. Although banks 
prefer to make loans on real estate,'! they now find themselves forced more and 
more to rely on personal property as security. Two factors account for this: (1) 
the area has the highest percentage of tenancy in the state and (2) the investment 
in owner-operated farms is approaching a fifty-fifty ratio between land and personal 
property, because of increased mechanization and the inflated price of dairy cattle. 
The approach throughout this discussion is three-fold: to examine agricultural 
financing practices as they now exist in certain limited fields, to note the relationship 
between the going ways and the present state of the law, and to inquire how 
adoption of the new Code will affect both the going ways and the present law. 


II 
Security FoR Propuction Loans 


A. Security Interests in Crops—Creation 


Perhaps the most vexatious problem in agricultural chattel financing involves 
the nature of security interests in growing crops—the so-called crop-mortgage.’* State 
courts have spun a variegated pattern of doctrine, and generalization is virtually 
impossible. We can illustrate by noting two situations where attempts to solve the 
problem have evolved different sets of practices. In one, the crop concerned is the 
sole source of security for the loan—typically the case in loans made to tobacco 
farmers.’* In the other, the crops are merely part of the security; lending agencies 
require a first lien on all the farmer’s personal property and they conventionally 
include crops either generally or specifically in the description clause. Obviously 
the concern of the secured lender in the two instances is different: a mortgagee with 


*12 Aoric, Fin. Rev. 7 (Supp. May, 1950). The division between private and governmental holders 
seems to be about half and half. See Murray op. cit. supra note 7, at 145 (computation as of 1941). 
Classified another way, “production loans” to farmers held by insured commercial banks totaled 1.5 
billion dollars in 1947. Smith and Allen, Commercial Bank Loans to Farmers, 33 Fev. Res. But. 1216, 
1217 (1947). 

®See University oF MINNESOTA, AGRICULTURAL EXPERIMENT StTaTION, Butt. No. 389, CAPITAL 
NEEDED TO FARM IN THE MipweEsT 1, 33 (Jan. 1946). 

7° MURRAY, OP. cif. supra, note 7, at 146. 

™ To encourage borrowing on real estate, they charge only a 4 per cent rate of interest; in contrast, on 
loans secured by chattels they demand 6 per cent. 

2 See generally, Cohen and Gerber, The After-Acquired Property Clause, 87 U. or Pa. L. Rev. 635, 
655-656 (1939), and Comment, 47 Yate L. J. 98 (1937). 

*8 This seemed to be the universal practice among lending agencies who loaned money to tobacco 
farmers in the area of southern Wisconsin investigated by the author. 
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an inclusive clause covering all chattels, places little reliance on the crops them- 
selves; he contemplates that the farmer may use them as feed for livestock since the 
livestock also are covered by mortgage; but to the lender of the tobacco farmer, the 
security in the crops is everything. 

As a matter of practice, where the crop is the sole security, southern Wisconsin 
lending agencies execute the mortgage after the crop is growing, preferably just 
before harvest, or, in some occasions, even after harvest. In the mortgage instrument 
the crop is specifically described in terms of the real estate on which it is growing or, 
if the crop is picked, in terms of the plat on which the drying shed is located. On 
the other hand, when the lender includes the crop as additional security only and it 
is but one of many chattels covered, he may make the loan before the crops are 
growing or even before they are planted. In so doing, he then employs one of two 
rather novel devices: one is to date and file the crop mortgage after the crop has 
started growing, regardless of the time of execution; the second, used by the Pro- 
duction Credit Association and at least one finance company, is to extract from the 
farmer-debtor a promise to deliver a first mortgage on all crops as soon as they 
become growing and an irrevocable power of attorney in someone designated by 
the lender to execute such a mortgage if the debtor refuses or fails to fulfill his 
promise to do so. To understand the origins of these devices we must look at 
Wisconsin law. 

The Wisconsin Supreme Court has never recognized the validity of a mortgage 
on after-acquired property, including crops to be grown;"* if the mortgage is executed 
before the crops are growing, the mortgagee has only a “revocable license.”"* By 
post-dating and post-filing the mortgage, the lender hopes to hurdle this restrictive 
Wisconsin rule. But it is doubtful whether he succeeds: at most, he besets the 
mortgagor with problems of proof as to date of execution, and deters subsequent 
good faith purchasers and lien creditors, who rely on the record as it stands. The 
efficacy of the second device is equally dubious. If a promise to execute a mortgage 
creates no more than a “revocable license,”"® it is hard to see how a power of 
attorney can be given greater effect. The Wisconsin court, presumably, would 
not permit form to triumph so easily over substance.'? 


** Comstock v. Scales, 7 Wis. 138 (1858); Merchant’s and Mechanic’s Savings Bank v. Holdredge, 
84 Wis. 601, 55 N. W. 108 (1893); Kohler Improvement Co. v. Preder, 217 Wis. 641, 259 N. W. 833 
(1935). Other states have recognized the validity of such mortgages on a potential existence or equitable 
lien theory. Twin Falls Bank & Trust Co. v. Weinberg, 44 Idaho 332, 257 Pac. 31 (1927); Arques v. 
Wasson, 51 Cal. 620 (1877); Wheeler v. Becker, 68 Iowa 723, 28 N. W. 40 (1866). See generally 
Comment, 47 YALe L. J. 98, 99-100 (1937). 

*° Chynoweth v. Tenney, 10 Wis. 397 (1860). This analogy presumably derives from the fact of a 
chattel mortgagee's right of entry. Exercise of the right of entry by the mortgagee, before revocation by 
the mortgagor, however, may result in the perfection of the lien. 

*®In the leading case counsel urged the equitable lien theory but his contention was expressly rejected 
by the court. Id. at 403. 

17 See e.g., Manufacturer's Bank of Milwaukee v. Rugee, 59 Wis. 221, 18 N. W. 251 (1884); First 
National Bank of Madison v. Damm, 63 Wis. 249, 23 N. W. 497 (1885); Smith v. Pfluger, 126 Wis. 
253, 105 N. W. 476 (1905). Cf. Lamson v. Moffat, 61 Wis. 153, 21 N. W. 62 (1884) (lease intended 
as security treated as mortgage). Conventional theory, making a power of attorney for security irrevocable, 
is based on the premise that a promise to execute a mortgage creates an equitable lien. Hunt v. 
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Thus, by permitting an interest in future crops, the Secured Transactions Article, 
with its emphasis on function rather than doctrine, will change the Wisconsin law 
relative to crop mortgages. Whereas the security interest contemplated by the 
Code cannot attach to the crops until they are planted or otherwise become growing,’® 
still it permits the making of the agreement prior to that time. The draftsmen, 
moreover, codified the better practice and case law by requiring description of the 
specific land on which the crops are growing. In addition, the Code imposes other 
limitations: if enacted it will presumably prescribe a maximum number of years 
after the execution of the security agreement beyond which the security interest is not 
effective.’® 

To perfect his interest, a secured lender must complement his security agreement 
with a financing statement which, in turn, must be filed in the county in which the 
crops are growing.” In this respect an interesting problem grows out of a change 
made by the September, 1950, revision. In the Spring draft the codifiers had said 
that a lender’s interest in future crops had priority as of the time he filed his financing 
statement.”!_ But in the change, the draftsmen substituted for time of filing, “The 
time when his security interest was originally perfected.”** What, then, will be the 
situation between two lenders who have executed security agreements and filed 
financing statements covering the same future crops? Under the definition both 
interests will become perfected at the same time—to wit, when the interest attaches, 
which, in this case, means when the crops become growing.** But suppose the 
second lender takes his security interest on some presently existing property, and 
includes the future crops by way of an after-acquired property clause. Then, as to 
the future crops, he will prevail over the first lender because the second lender's 
interest in the future crops relates back to the time his security agreement was 
“originally perfected.”** Since the property subjected to the security interest was 
presently existing when the agreement was executed, his interest was “originally 
perfected” at the time he filed his financing statement.?” By the same token, the 


only way the first lender, seemingly, can assure his prior rights in the future crops, 


is to include existing property in his security agreement.*" 


Rousmanier’s Adm‘r, 8 Wall. 174 (U. S. 1823); American Loan and Trust Co, v. Billings, 58 Minn. 
187, 59 N. W. o98 (1894). Where the premise falls, as in Wisconsin, the conclusion would seem also 
untenable. 

**“A security interest cannot attach until . . . the debtor has rights in the collateral... . [T]he 
debtor has no rights in crops until they are planted or otherwise become growing crops...” §9-203(1) 
and (2)(a). Unless otherwise indicated all references to the Code are to the September, 1950, Revision 
of the Proposed Final Draft. 

7° “No security interest attaches under an after-acquired property clause to crops planted or otherwise 
becoming growing crops more than [ ] years after the security agreement is executed. . . .”" §9-203(3)(a). 
Last spring the draftsmen were bolder; they prescribed flatly a one year limitation on such security 
agreements. §9-203(3)(a), Spring, 1950, Draft. ‘ 

2° §9-303(1)(b). The security agreement, apparently, need not be filed. Jid. 

2? §9-312(1), Spring, 1950, Draft. *? §9-313(2). 

78 Assuming no special circumstances are present to make §9-313(5) apply. 

** §9-313(2). *® §9-303(1)(c). 

2° Although this discussion is confined to crops, the problem arises whenever a security agreement is 
limited to after-acquired property alone. The security interest attaches when the debtor has rights in the 


collateral. §9-203(1). 
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As we have noted, the Code will have its greatest effect in states like Wisconsin 
where, at the present time, there is no regular device available to secure production 
loans on crops to be grown. In other states, presently recognizing crop mortgages, 
it will have the beneficial effect of creating uniformity out of a hodgepodge of limi- 
tations which presently discourage loaning agencies from dealing in crop mortgages. 
Not the least beneficial will be the Code’s effect in putting the United States Gov- 
ernment in the same position as private lending institutions. In their zeal to comply 
with the requirements of the New Deal lending agencies, state legislatures passed 
enabling acts which went beyond the protection normally afforded a crop mort- 
gagee.”’ These acts, like other state statutes dealing with chattel security on agri- 
cultural products, presumably will be repealed by adoption of the Commercial 
Code.?* 

B. Security Interests in Crops—Relations Between the Parties 

Southern Wisconsin lawyers and lenders make little effort to police the use to 
which the debtor puts the crops securing the loan. Where the crop is simply one 
item in the security, the lender normally has no objections to the farmer’s harvesting 
the crop and using it to feed his livestock. Similarly, where the crop is raised to be 
sold—i.e., by tobacco farmers—the lender permits the farmer-debtor to sell it at any 
time, and to any purchaser he chooses. And this despite the fact that the mortgage 
itself prohibits such a practice and despite the fact that the lender does not usually 
insist that his mortgage specifically cover the proceeds of sale. At the same time, it 
is clear that he expects to be paid when the crop is sold, and, as a matter of practice, 
tobacco purchasers usually procure chattel mortgage abstracts and make out their 
checks both to the owner and the mortgagee. 

Seemingly this technique is sanctioned by institutional practice alone; existing 
law casts great doubt on its validity. Giving a farmer implied authority to sell 
normally amounts to a waiver of the lender’s interest as against the claim of a 
purchaser without actual knowledge of the mortgage; record notice, relied on here 
by the lending agency, is not considered enough.*® The validity of such practice 
as against creditors depends on the terms of the agreement relating to disposition of 
the proceeds. If the mortgagee permits the mortgagor to sell the property and apply 
the proceeds to his own use, the mortgagee is not protected against the claim of a 
subsequent lien creditor.*° Thus, by this practice, lenders run a risk of losing the 
lien as against both creditors and bona fide purchasers. 


*™ Thus, in certain states, where crop mortgages were invalid as against lien creditors (e.g., New York), 
the statute made an exception of mortgages held by federal loan agencies. Other states specifically 
provided that perennial crops attaching themselves to the realty would, for the purpose of the enabling 
legislation, be considered as personalty. See generally Comment, 47 Yate L. J. 98 (1937). 

#8 §r1-102. 

*° Southern Wisconsin Acceptance Co. v. Paull, 192 Wis. 548, 213 N. W. 317 (1927). For similar 
holdings in other jurisdictions see Abbeville Live Stock Co. v. Walden, 209 Ala. 315, 96 So. 237 (1923); 
Partridge v. Minn. & D. Elev. Co., 75 Minn. 496, 78 N. W. 85 (1899). The theory is that the mort- 
gagee, by permitting the sale, thereby substitutes the personal promise of the debtor for the security in the 
property. 

*° Ross v. State Bank of Trego, 198 Wis. 335, 224 N. W. 114 (1929). See also Carr v. Brawley, 34 
Okla. 500, 125 Pac. 1131 (1912). 
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Enactment of the Code would bring law and practice into harmony in so far as 
the debtor’s use of the crop for feed is concerned. A security interest in crops is not 
invalidated as to creditors simply because the farmer-debtor by express agreement 
has the liberty to use the harvested crop for feed.*! Record notice of the secured 
lender’s interest should be sufficient to cover the crops after harvest and while 
they are stored. The situation is less clear when express authority is absent. The 
applicable provision of the Code seems to say that to harvest and use for feed without 
a stipulation in the security agreement will invalidate the lender’s security interest as 
against claims of creditors.** 

As to existing practice which permits the farmer to make an outright sale of the 
crops, we can only speculate as to what the Code will do. If the secured lender 
permits his debtor to sell the crops but provides for a lien to attach to the proceeds, 
then the buyer will take free of the security interest.** And, if the lender expressly 
denies the debtor such freedom, his limitation will be effective:** if the debtor sells 
the crop in spite of the prohibition, he must turn over any identifiable proceeds of 
sale to satisfy the secured lender’s interest.*° It is highly doubtful that financing 
agencies will openly provide for their security interest to attach to the proceeds, 
thereby permitting the buyer to take free of the security interest. This would 
seem to be particularly true where purchasers—such as tobacco buyers in southern 
Wisconsin—continue to recognize the nuisance value of record notice which denies 
such freedom to sell. On the other hand, it is just as probable that the lender will 
continue to give his debtor-farmer implied authority to sell. Thus the lender's 


position seemingly is improved by the Code: he will have a lien on the proceeds 
and at the same time he will not be waiving his interest as against creditors. 


C. Security Interests in Livestock—Creation 

In the dairy farming economy of southern Wisconsin, lenders were unanimous 
in their opinion that the dairy herd was preferred over all other types of property as 
security for agricultural chattel mortgages. There are many reasons for this: depreci- 
ation proceeds at a slow pace, resale value varies but little during the term of the 
loan, and, of course, the dairy herd is the primary source of farmers’ income in this 
area. 

A lender taking a chattel mortgage on a dairy herd is met at the outset with a 
problem in description. How shall -he describe the herd so as best to protect his 
interest? Description by breed and by color are used uniformly, but, beyond this, 
it is virtually impossible to generalize. Some banks and bankers’ counsel prefer to 
describe tested cattle individually by ear tag number. Others object to this because 
of the ever present danger of losing the tag. Some lending agencies describe the 


** §9-207. 
*? Ibid. Yet with respect to authority to sell rather than to use for feed and as against claims of 


buyers rather than creditors, the Code suggests that silence implies permission. §9-307(2). 
8° Ibid. Even after the crop is harvested and held for sale by the farmer who produced it, it is not 
classified as inventory under §9-109(4) & (5). 


** §9-306. ®5 Ibid. 
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herd in terms of a specific number, while others simply use the generic word “all.” 

The question of increase is related to description. Mortgage forms used by 
southern Wisconsin lending agencies expressly provided for the mortgage to cover 
increase of the livestock. The clause makes no distinction between increase presently 
conceived and future increase; presumably, it is intended to cover both. 

Existing law in Wisconsin supports in part the practices of lending agencies with 
respect to description. If the lender describes the cattle with particularity—either 
by ear tag number or by type and color—his interest will be covered by the mortgage. 
But if he simply describes the number of cattle in the herd—ze., “twenty Guernsey 
cattle’—and if it turns out that the farmer in fact has twenty-five, the lender’s 
mortgage may be void for uncertainty.** By using the inclusive “all” the lender 
avoids this pitfall. Similarly, by using the inclusive “all” the lender purports to 
cover any increase to the herd purchased by the farmer after execution of the mort- 
gage. This, like the devices used in future-crop mortgages, is an attempt to get 
around the strict Wisconsin rule as to the ineffectiveness of after-acquired property 
clauses.** And it is equally doubtful whether the practice successfully skirts the 
rule; it may also do nothing but present the mortgagor with difficult problems of 
proof and deter subsequent purchasers who rely on the records. 

The whole matter of increase in the herd is not clear in Wisconsin. An early 
case held that as between the parties a mortgage given on a single animal during 
the gestation period covered the increase even though the instrument itself failed to 
provide for it.3* But the court went on to say that the lien on the increase was good 
against third parties only while the calf followed the mother; when the animals 
became separated, the lien on the mother no longer imported notice of a lien on the 
calf. Therefore, Wisconsin lenders customarily cover increase expressly in their 
mortgages; they presume thereby to impute notice of a lien even after the calf is 
separated from its mother. However, still unanswered is the question of whether 
the mortgagee has a lien on increase not conceived when he took his mortgage. The 
Wisconsin court has not yet passed on this, but, in all probability, it would find that 
future conceived offspring came within the restrictive Wisconsin rule as to after- 
acquired property.” 

Adoption of the Code will help to clarify this mess. If the security agreement is 
silent as to increase, it will create no interest in offspring, presently conceived or 
otherwise, because the Code states that no security interest can attach until there 
is an agreement made that it shall attach.“ If the agreement describes increase 

** Fowler v. Hunt, 48 Wis. 345, 4 N. W. 481 (1880). See also Northwestern Bank v. Freeman, 
171 U. S. 620 (1898). 

*? See text and notes pp. 168, 169 supra. 

** Funk v. Paul, 64 Wis. 35, 24 N. W. 419 (1885). But cf. Brown v. Schwab, 27 Ariz. 457, 233 
Pac. 593 (1925) (absent express stipulation, lien of mortgage does not cover increase). 

** Funk v. Paul, 64 Wis. 35, 40, 24 N. W. 419, 421 (1885). 

“’ See text and discussion pp. 168, 169 supra. But see Cahoon v. Miers, 67 Md. 573, 11 Atl. 278 


(1887) (mortgagee has lien on future increase even when mortgage is silent as to increase). 
cai “os ™ ° 
§9-203(1). In addition, the Code requires that the property be reasonably described. §9-110. 
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expressly, it will give the lender a valid lien on offspring presently conceived. 
And, finally, if the agreement contains an after-acquired collateral clause it will 
create a valid security interest in any increase conceived subsequent to the time 
of the execution of the agreement.*? Moreover, the same problem of conflicting 
security interests we noted with respect to interests in future grown crops is not 
present here.** The secured lender who files first will prevail because at that time 
his security interest is “originally perfected” and his rights in the after-acquired 
collateral relate back to that time.** A different problem may arise with respect to 
the interest of a purchase money lender whose purchase money security agreement 
expressly included increase. His claim as to increase presently conceived will prevail 
against holders who claim an interest in the same increase under an after-acquired 
collateral clause.** But if the purchase money security agreement also contains an 
after-acquired collateral clause, will the purchase money lender’s priority extend also 
to increase not presently conceived at the time he took his security interest? _Pre- 
sumably he should not prevail: presently conceived increase is normally a factor in 
the purchase price of livestock; future conceived increase is not. 


D. Security Interests in Livestock—Culling the Herd 


Lenders on dairy herds customarily permit the farmer to weed out diseased cattle 
or poor producers and substitute new stock. Some lenders insist that the proceeds 
of sale be applied to the loan with the understanding (explicit or implied) that they 
will advance money to buy replacements; and, when the cushion of security is small, 
they may also require a mortgage on the replacement. In a few cases the farmer- 


debtor must get the lending agency’s permission to make any replacements; even 
then the farmer often substitutes without consent on the theory that the lender is 
no worse off if a poor producer is exchanged for a better one. 

There is every reason to believe that culling under a mortgage is workable and 
desirable. The farmer is in the best position to decide when to get rid of a diseased 
cow or a poor producer, which increase to keep and which to sell, when to place 
emphasis on high production or on butterfat content or on improvement in type. 
The lender, moreover, anticipates payment from the sale of milk rather than from 
the sale of the herd; he should have no objection to selling any particular cow, so 
long as a replacement is substituted. 

But under existing law the lender constantly runs the risk of having his mortgage 
cover only part of the herd, and finding that many animals supposedly covered by 
the mortgage have been sold or otherwise disposed of. The lending agencies which 
the author interviewed, consequently, indicated their approval of some sort of a 
security device which would attach to the dairy herd as such and permit the farmer 
to dispose of poorer animals and replace them with better ones. 

The new Commercial Code will do much to encourage such a practice. The 


*? §§9-203(1), 9-203(2)(a). By definition, an after-acquired collateral clause, presumably, does 
not cover increase presently conceived. 
*8 See p. 169 supra. ** §9-313/2). *° §9-313(3). 
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after-acquired property provision permits the security interest’s attaching to replace- 
ments*® and another provision validates agreements allowing the farmer to sell or 
dispose of increase and mature animals he has raised.*" Thus, with legitimation of 
the practice of culling by the Code, we can look for its rapid adoption by lending 
agencies.*® 

A collateral problem does arise, however, under the new Code. What about 
livestock purchased—rather than raised—by the farmer? Could purchased dairy 
cattle, which turned out to be poor producers, be culled? Are they “farm products” 
within the definition of the Code which requires them to be “in the possession of a 
debtor from whose raising, fattening, grazing or other farming operations they 
derive”?*® Conceivably they could be so classified depending upon what the codifiers 
mean by such terms as “raising” and “grazing.” But if they are not called “farm 
products,” then, unless they can be classified as inventory, they would not qualify 
under the section permitting the farmer to cull his herd.” And it is difficult to call 
them inventory since they really were not originally “held . . . for sale.”** 


III 
Oruer SECURITY ARRANGEMENTS 
A. The Milk Check Assignment 


The dairy economy of southern Wisconsin has given rise to a security device of 
widespread usage. The farmer signs an order directing the creamery to which he 
delivers his milk to pay either a fixed amount or a percentage of the proceeds from 
his milk check to a named lender. The creamery, upon delivery, “accepts” the order 
by signing it. The device is normally used as a vehicle for convenient repayment 
of a chattel mortgage loan, secured, in most cases, by other property. Occasionally 
the milk-check assignment alone is used as a security document. 

In the usual case, the document involved is the milk-check assignment without 
more; the farmer delivers his milk to the creamery as a matter of course. In a few 
scattered instances—presumably where lenders have sought legal advice—the assign- 
ment also contains in it a contract whereby the farmer agrees to sell and the creamery 
agrees to buy all the milk produced by the farmer during the term of the loan. 
The reason for this goes right back to the restrictive Wisconsin rule on after-acquired 
property. Where there is nothing but a daily habit of delivery, there is no “fund” 
presently existing which, by Wisconsin law, is capable of valid assignment. As 
between the parties this device is also but a revocable license and as against such 
claimants as garnishing creditors it has no validity at all.5* But where a valid 
contract underlies the assignment—e.g., the entire output arrangement—the “fund” 

** §9-203(3). ** §9-207. 

“* Compare the discussion of the use of such an agreement in crop mortgages, where the crop is held 
for sale, pp. 170, 171 supra. 

*° §9-109(4). (Emphasis supplied.) 5° §4-207. 

** §9-109(5). Only after the farmer discovers they are poor producers could such cattle properly 


be said to be “held for sale.” 
*? O'Niel v. Helmke, 124 Wis. 234, 102 N. W. 573 (1905). 





SecureD TRANSACTIONS ARTICLE WITH Respect TO AGRICULTURAL FINANCING 175 


is given a present existence which presumably is assignable and which will prevail 


against claims of subsequent creditors and purchasers. 

Under the Code this anomaly will disappear. If there is only a habit of daily 
delivery, the farmer seemingly will have established an “account,” which is a proper 
subject for a security interest.°* Therefore, by use of an after-acquired collateral 
clause there is no reason why future milk accounts cannot be covered by a security 
agreement.’* Moreover, the Code also permits a lender to have a valid security in- 
terest in a contract right.°° The milk-check assignment accompanied by an entire 
output contract would seemingly constitute such a security interest. 

To perfect his interest the lender must file a financing statement."® Here the 
Code may present some confusion: if the milk-check assignment is classified as an 
“account” or a “contract right” then the lender must file his statement with the 
Secretary of State.*’ This is in contrast, however, with the place of filing the 
financing statements for almost all the other chattels involved in farm production 
financing. When the collateral is farm products or farm equipment, the statement 
need be filed only in the county of the debtor’s residence or in the county where 
the goods are located.”* 

Holders of security interests in future milk accounts will be entitled to priority 
from the date they file their statements. The difficulties of priority noted with 
respect to crops to be grown are not presented here: the milk check is usually in 
payment of milk delivered more than two weeks prior to the date of the check; thus 
the account is always in existence and the debtor has present rights in it." The 
security interest therefore attaches when the agreement is made, and the priority as 
to future accounts dates from the time of “original perfection” which, in this case, 
is identical with the time of filing. 


B. Marketing Contracts 


When farmers contract with co-operative marketing associations for orderly 
marketing of their produce, this question often recurs: what are the respective rights 
of the co-operative and a crop mortgagee in the particular crop to be marketed? 
Many state statutes, moreover, provide that the co-operative shall be entitled to 
specific performance of its contract.6* On the other hand in event of default, the 
mortgagee may want to take possession of the crop and sell it rather than await the 
marketing process of the cooperative. If the mortgage was executed and filed prior 
to the marketing contract, the mortgagee’s right to the crop prevails. But if the 
contract was executed first, the question of priority depends on whether the mort- 


58 §§9-106, g-102(1). ®* §9-203(2)(c). ®8 §§9-106, g-102(1). 

®° §9-302(e). The assignment will be for financing and will affect a significant part of the farmer's 
accounts or contract rights. 
87 §9-4g01(a). The draftsmen have also included an optional clause: ‘‘and in addition if all the 
debtor's places of business are in a single county, in the office . . . in that county.” 

®* §9-401(b). If, of course, a state should adopt the optional clause mentioned in note 57, then 
accounts and contract rights financing statements would also have to be filed in the county. 
*® §9-203(2)(c). *° §9-313(2). 
* See, e.g., Wis. STAT. 1949, §185.08(4); Iowa Cope, 1950, § 499.9. 





si Naa er ts 


176 Law anp Contemporary PRoBLEMS 


gagee had notice of the contract.** Some states have solved the problem by pro- 
viding for public registration of the marketing contract.” 

A similar problem arises out of canning company contracts, in which the com- 
pany’s right to specific performance is not always clear.** Frequently, the canner 
furnishes special seed to the farmer; accordingly, he wants a security interest in 
the crop not only to assure delivery of the crop but also to stand behind his advances 
of seed. He cannot arrange for a crop mortgage in Wisconsin because he necessarily 
has to advance the seed before the planting season. Therefore, he has had to resort 
either to leasing the land and thereby making the farmer an employee or independent 
contractor as to the crop, or to entering into a bailment contract by which title to 
both the seed and the end product remains in the canner. Probably both these 
devices under close judicial scrutiny would be declared invalid chattel mort- 
gages as obvious attempts to circumvent Wisconsin policy. 

The Code proposes a solution to this problem. If the co-operative or canning 
company advances seed or financial aid, it can provide for a security interest in 
the crop to secure payment. Priority between the contracting purchaser and other 
secured lenders will be determined accordingly by the filing provisions of Article 
g.° The contractual agreement may also provide for a security interest to secure 
the obligation of the farmer to deliver the crop.** As such, it is also subject to the 
provisions of Article 9. 

A possible difficulty, in so far as co-operatives are concerned, is that their contracts 
are usually for periods longer than one year. Although the draftsmen have left 
the period blank for which a security agreement in crops may be executed, conceiv- 
ably, many state legislatures will limit the period to a year. 

Even though a contract for delivery of the crop has no ancillary security agree- 
ment, the contracting purchaser may still find protection of his interest under the 
provisions of Article 2 on Sales.°* It is highly unlikely, however, that these pro- 
visions will replace existing state statutes which relate to filing of co-operative 
marketing agreements. 

C. Security in Machinery 


As a matter of almost universal practice, a farmer’s machinery is conventionally 
included in the general mortgage on the farmer’s personalty.°* Many lenders, how- 


** Kansas Wheat Growers’ Ass’n v. Floyd, 116 Kan. 522, 227 Pac. 336 (1924); Kansas Wheat 
Growers’ Ass'n v. Lochr, 118 Kan. 248, 234 Pac. 962 (1925); Tobacco Growers’ Coop. Ass’n v. Patterson, 
187 N. C. 252, 121 S. E. 631 (1924); Arnold v. Peasley, 128 Wash. 176, 222 Pac. 472 (1924). 

°* See, e.g., Ariz. Cope ANN. §49-714 (1939); N. Mex. Stat. ANN. §48-1316(d) (1941); Wis. STAr., 
1949, §185.08(5). 

°* For a discussion of the issues involved, see Comment, [1949] Wis. L. Rev. 800. 

° §§9-301, 9-302, 9-313. 

°°“A ‘security interest’ means an interest in property which secures payment or performance of an 
obligation.” (Emphasis supplied.) §1-201(36), Spring, 1950, Draft. 

°T §9-203(3)(a). 

°° §2-107(2)(b), Spring, 1950, Draft. The buyer, as under existing law, will apparently be entitled 
to specific performance under proposed section 2-716. The comment thereunder recognizes that output 
and requirement contracts involving a particular or peculiarly available source or market constitute the 
typical specific performance situation today. 

** On farm equipment credit policies generally see Harding, supra note 4. 
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ever, do not favor lending money on the security of machinery alone. Depreciation 
is very rapid and the market for used farm machinery is limited. A few lenders 
purchase conditional sales contracts covering farm machinery with recourse against 
the vendor. They conventionally make attempts to refinance the purchase in an 
agreement which includes other property. 

Machinery is described normally by type, brand name, and model. On new 
machinery the serial number is usually included; few lenders, however, include the 


serial number on used machinery. 

Under the new Commercial Code, the problem of classification probably would 
not be difficult. There seems little doubt but what it would be classified as “farm 
equipment.” A close case, as the draftsmen point out, would be a farmer's jeep— 
presumably it could be classified as either “farm equipment” or as “consumer 
goods.”*® In one aspect “farm equipment” is treated almost identically with “con- 
sumer goods”: this is with respect to filing provisions; documents for neither farm 
equipment nor consumer goods need be filed when given to secure purchase money. 
The security holder is protected against claims of third parties without filing.” The 
draftsmen were sure to make clear that the purchase money security interest may be 
acquired not only by the immediate lender but by a third party as well.’* This 
seems to settle any doubts anyone might have had as to whether a purchase money 


73 


mortgage could run in favor of a third party. 


D. Security in Feeds and Fertilizers 


An interesting problem of classification presents itself in dealing with feeds 
and fertilizers. If the feed is grown on, or the fertilizer derived from, the farm- 
debtor’s own operations, then, under the Code, they are classified as farm products." 
But, if they were purchased by the farmer, would they become inventory under the 
definition of Section g-109(5) as “raw materials, work in process, or materials used 
or consumed in business”? This distinction has more than academic significance; dif- 
ferent filing provisions govern “inventory” and “farm products.”*" Yet, it seems clear 
that no matter from where derived, feeds and fertilizers should be classified as “farm 
products”; the same policies which underlie designating a floating stock of goods as 
inventory, do not obtain in dealing with feeds and fertilizers. Here, as in other 


7° §9-109, Comment 2, Spring, 1950 Draft. 

71 §9-302(c). Note, however, that the farm equipment must have a purchase price of less than $2500. 
On the other hand, if the farm equipment is part of the realty, then the agreement must be filed to 
protect the security interest. bid. 

78 §9-107. 

78 See, e.g., In re Martin's Estate, 135 Pa. St. 136, 4 A.2d 551 (1939), 5 U. oF Pirr. L. Rev. 221 
(1939) (Pennsylvania rule that purchase money mortgage of land cannot run to third party). 

7* §9-109(4) reads as follows: “ ‘farm products’ if they are crops, livestock and products of crops or 
livestock in their unmanufactured state, such as ginned cotton, wool-clip, maple syrup, milk and eggs 
and if they remain in the possession of a debtor from whose raising, fattening, grazing or other farming 
operations they derive.” 

** If they are classed as inventory, the secured lender need only file a financing statement with the 
Secretary of State. But if the debtor's entire place of business is located in one county, and the state adopts 
the optional clause the lender must file there also. §9-401(a). Presumably this would be the case with 
a farmer-debtor. 
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instances, the Code presents an artificial distinction with respect to the derivation 
of the particular chattel—different consequences follow depending on whether 
the chattels were raised by the farmer or purchased by him. 


E. Landlord-Tenant Security Arrangements 


Up to this time we have been discussing security for production loans. But 
landlords also extract security agreements to assure payment of rent. Commonly, 
security provisions are inserted in the lease in the form of a reservation of title by the 
landlord to all crops grown during the term of the lease. Under the Wisconsin 
Constitution the term may be as long as fifteen years;® normally, however, it is 
only a year. Leases with this security provision are usually filed with the chattel 
mortgage records in the county. 

The usual crop-share lease in the area, however, has no security provisions. 
Under this agreement, where landlord and tenant each own an undivided one-half 
interest in the farm personalty, a lender financing the tenant conventionally takes a 
mortgage on the tenant’s undivided one-half interest.”? 

A landlord finds himself in better position to protect his security interest than 
a crop mortgagee; his reservation of title to crops is not invalidated by the Wisconsin 
rule prohibiting a mortgage on crops not in being.”* The court reasoned that the 
owner of the soil may contract for the title to the crops to remain in him.” It is as 
though the owner of the reversion has simply withheld some of the normal leasehold 
rights by so contracting with the tenant. But the court suggested that when the 
crops were severed, the landlord might be estopped from asserting his interest against 
a bona fide purchaser for value without knowledge of the landlord’s rights.®° 
The landlord is said to make the tenant his agent by implication for the purpose 
of selling the crop. Although the Wisconsin statutes do not specifically provide for 
filing,** the court’s language as to rights of innocent third parties probably established 
the practice. 

Presumably, the Code will cover such a title retention lease.*? It will be subject 
to the filing provisions of Article 9 and priority will be determined accordingly. 
Such a security interest can attach to all crops grown during the term of the lease 
even though this may exceed the time for which other security agreements can be 
made.** But such an interest may become subordinate to the interest of a lender 
whose loan enables the debtor to produce the crop to the extent that the security 


7 Wis. Const., Art. I, Sec. 14. 

*™ The Production Credit Association also requires that the landlord agree in writing that his 
interest in the property is an undivided one-half interest and that he will consent to a division in the 
event the tenant defaults on the mortgage. 

*® Layng v. Stout, 155 Wis. 553, 145 N. W. 227 (1914). 

7 Id. at 556, 145 N. W. at 228. ®° Td. at 557, 145 N. W. at 228. 

*} Wisconsin statutes do provide for the filing of a “cropper’s contract” however. Wis. STATS., 1949, 
§241.03. If a contract is not filed, each party is conclusively presumed to have an undivided half-interest 
in the crop. 

®® The Secured Transactions Article applies to any transaction intended to create a security interest in 
goods. Goods, moreover, include growing crops. §§9-102(a), 9-105(e). 

®® §9-203(3) (a). 
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interest described in the lease secures rent more than six months due at the time the 
farmer plants the crop.** The production loan, however, must be made either during 
the particular production season or not more than three months before the crop is 
planted.** The usual fifty-fifty crop-share lease without an agreement for a security 
interest will presumably be unaffected by the Secured Transactions Article. 

Section 9-104(b) excludes landlords’ liens from the provisions of the Article. One 
is constrained to wonder why; the draftsmen gave us no hint in their comments. 
Conceivably, they exempted the statutory landlord’s lien for the same reason they 


exempted mechanics’ and materialmen’s liens.*® But this does not explain why they 


took the common law landlord's lien from out of the terms of the Act. There 
seems little point in preserving old notions of distraint or the statute of Anne in a 
modern piece of legislation and the reasons sounding in policy why the landlord 
should be treated as a favored creditor are unclear.*’ Preservation of the priority of 
his lien has been justified on the theory that unless he is assured of this security, 
he would require intolerable exactions from the tenant in giving him the lease.** It 
is hard to gather proof for this theory. 

The statutory landlord’s lien seems to be of great importance in the southern 
states where it plays an integral part in the agricultural economy.*® Some states, 
North Carolina, for example, provide by statute for a similar lien granted to suppliers 
of goods—a so-called “agricultural lien.” Under the new Code, the struggle for 
priority between these two lien-holders apparently will go un unabated since both 
liens seem to qualify under the exemptions of Sections g-104 and g-311.% A few 


southern states have witnessed judicial truncating of the superiority of the landlord’s 
lien recently.*' One limitation on the landlord's priority has been where crops or 
goods were acquired by a bona fide purchaser holding under uniform negotiable 
warehouse receipts. The question arises whether the landlord’s lien is exempted also 


from the Documents of Title Article of the Code. Presumably not; holders of 


** §9-313(5). *° Ibid. 

°° This can only be inferred from the juxtaposition of the two types of liens in section 9-104(b). 

® See Note, Landlord’s Liens in Bankruptcy, 29 Va. L. Rev. 643-6 (1943). The same tenderness is 
observable in the sections permitting the landlord's security interest in crops to extend beyond the time 
limit imposed on other security agreements. See note 83 supra. On landlord's liens generally, see 9 
A. L. R. 300, 305 (1920) and 96 A. L. R. 249, 251 (1935). As to priorities between landlord’s liens 
and chattel mortgages see 37 A. L. R. 400 (1925) and 52 A. L. R. 935 (1928). See also, Smith, Priority 
of Landlord's Lien on Chattels Upon Leased Premises, 3 Duxe B. A. J. 27 (1935). 

®8 See Note, 29 Va. L. Rev. 643, 646 (1943). 

*° For discussions of statutory liens in various southern states see Comment, Statutory Liens on Crops— 
Rent Notes, 20 N. C. L. Rev. 216 (1942) (North Carolina); Darden, Situations Affecting the Validity 
of the Landlord’s Agricultural Lien, 21 Miss. L. J. 253 (1950) (Mississippi); Recent Case Note, 49 
Harv. L. Rev. 144 (1935) (South Carolina). 

°° Section 9-104 reads in parts as follows: “This Article does not apply . . . (b) to a landlord's lien 
or a lien on real estate or, except as provided in Section 9-311 on priority of statutory or common law 
liens, to a lien given by statute or other rule of law for services or material . . .” Section 9-311 reads 
in part as follows: “Where a person in the ordinary course of his business furnishes services or materials 
with respect to goods subject to a security interest a lien given by statute or rule of law for such materials 
or services takes priority over a perfected security interest unless the lien is statutory and the statute ex- 
pressly provides otherwise.” 

** See Darden, supra note 89, at 253 ef seq. 
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warehouse receipts, duly negotiated, covering agricultural goods seemingly will take 
free of claims arising from a landlord’s lien.” 

This brings up the question of “croppers contracts.”** Are they affected by the 
new Commercial Code? Since a cropper’s contract is neither fish nor fowl, we 
might find particularization under the Code difficult; courts have called the legal 
relationship everything from a partnership to landlord-tenant, to master-servant, to 
tenants in common, to licensor-licensee.** Would a cropper qualify under the state 
law as a party having a lien on crops for services and thereby take priority over a 
perfected security interest?®* On the other hand, would the other party to the 
cropping agreement qualify as a landlord for the purposes of Sections 9-104 and 
g-311? And, finally, what would a legislative pronouncement that a cropping 
contract is sui generis do toward defining rights of holders of perfected security 
interests in crops subject to the cropping agreement?*® These problems, perhaps, 
the draftsmen rightly felt are better left in the courts. 

IV 
ARRANGEMENTS FOR Future ADVANCES 

Largely as a result of the impetus provided by the Production Credit Associations, 
financing agencies more and more attempt to satisfy a farmer’s entire credit needs 
by making advances as needed and accepting payment as the farmer can make it. 
The practice, commonly referred to as a “budget loan,” gives considerable freedom 
to the farmer in making substitution in his property or selling his produce, and at 
the same time provides that newly acquired property will be covered by the security 
instrument.” 

We have noted how the after-acquired property problem is handled generally in 
Wisconsin.** The Production Credit Association also uses the following device in 
administering its budget loans. The PCA gives a bank draft in blank to a farmer 
needing money to purchase cattle or equipment. When he buys the goods he negoti- 
ates the draft to the seller with the sales price inserted. The seller then makes out 
the bill of sale directly to the Production Credit Association. The farmer takes the 
goods from the seller but does not get title to them until he executes a supplemental 
mortgage covering them to the Association which then delivers up the bill of sale. 

The liberal after-acquired provisions of the Code should encourage the use of 
the budget loan. No longer will the lender have to run the risk of losing his lien 
on replacement property, nor will the farmer have to incur the bother of executing 
a supplemental mortgage on each acquisition. 


°? §7-502. 
*8 See, on croppers contracts, Bowdle, Cropping Agreements, 19 U. or Cin. L. Rev. 121 (1950); 1 


Tirrany, Rear Property §78 (Jones, 3d ed. 1939); 36 Harv. L. Rev. 209 (1922). As to necessity of 
filing see note 81 supra. : 

** Bowdle, supra note 93, at 122-130. ** §0-311. 

*® Bowdle, supra note 93, at 130-131. 

*" For description of “budget loan” operation, see Evens, Balanced Farming, Burroughs Clearing 
House, August, 1946, p. 17. 

°* See text and notes, pp. 168-169, 172-173 supra. 
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The future advance problem is handled by a clause in the mortgage reciting that 
the property described shall secure certain executed notes and all future advances up 
toa named sum. A few agencies, by far the minority, provide for all future advances 
without naming a maximum figure. It is difficult to ascertain the reasons for the 
closed end future advance clause in Wisconsin practice. The only limitation placed 
by the Wisconsin court on the priority of future advances as against third parties is 
that the mortgage must indicate that future advances are contemplated.” Possibly 
the agencies believe that by naming a top figure they will have priority for this 
specific sum even though they receive notice of an advance by another lender. Wis- 
consin courts have never decided the issue precisely, but decisions in other jurisdic- 
tions will not support such a belief. Optional advances made by a first mortgagee 
are subordinated to the lien of a second mortgage if the advances are made after 
the first lender has received actual notice of the second incumbrince. But the 
issue is whether the advances are optional or obligatory and not wheth r a top sum 
is named.’ 

The basic difficulty in future advance clauses involves the methods by which 
third parties can find out the amounts of the obligations secured. Must they de- 
termine this by looking at the record and, if so, is it sufficient if the record merely 
directs them to other sources of information? 

The filing provisions of the Code are based on the notion that notice filing is 
adequate. The filed statement need only inform the record searcher of the existence 
of a security interest in the property described; the amount of the obligation is not an 
essential part.’ 

The Code expressly approves provisions for future advances in the security 
agreement’”” and confers priority for all advances dated from the time that the 
security interest is originally perfected.’ This changes existing law which gives 
priority only for advances made prior to actual notice of a second incumbrance, 
unless the first lender is obligated to make the additional advances. Such a change 
may work harshly against some debtors. If the first lender takes a security interest 
in all of the debtor’s property to secure present and future advances but refuses to 
make an additional advance, a second lender is not in a position to advance the 
debtor additional credit even though the debtor has adequate security. The debtor's 
hope for additional financing depends upon his ability to find some lender who will 
advance sufficient credit to pay off the first lender and meet the debtor's additional 
need. 


°° Carter v. Rewey, 62 Wis. 552, 22 N. W. 129 (1885); First National Bank of Madison vy. Damm, 
63 Wis. 249, 23 N. W. 497 (1885); Shores v. Doherty, 65 Wis. 153, 26 N. W. 577 (1886). 

20° Davis v. Carlisle, 142 Fed. 106 (8th Cir. 1905); Frye v. Bank of Ill., 11 Ill. 367 (1849); Boswell 
v. Goodwin, 31 Conn. 74, 81 Am. Dec. 169 (1862); Whelan v. Exchange Trust Co., 214 Mass. 121, 
100 N. E. 1095 (1913); Elmendorf-Anthony Co. y. Dunn, 10 Wash. 2d 29, 116 P.zd 253 (1941). See 
also 1 Leonarp A. Jones, THE Law or CuattEL MortGaGes AND ConDITIONAL SaLes §97 (Bowers, 6th 
ed. 1933); 14 Minn. L. Rev. 695 (1930); Jones, Mortgages Securing Future Advances, 8 Tex. L. Rev. 
371 (1930). 

192 89-403. 102 §9-203(5). 

308 §9-313(1). 
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ConcLusION 

It seems safe to say that within the limits of this investigation, adoption of the 
Secured Transactions Article of the new Commercial Code will encourage and abet 
present practices rather than generate new ones in the field of agricultural finance. 
This is entirely salutary, for it was the law and not the going ways which had got 
out of kilter. Secured financing practices, not inherently undesirable, presently of 
dubious validity and sometimes done surreptitiously, may now be brought out into 
the open, and will be given full legal effect. Farmers may properly sell their crops 
or cull their herds and lenders need not worry about losing their liens, or about 
impairing of their security. By virtue of its liberal provisions, the Code legitimates 
the milk-check assignment, which will give the dairy farmer his best source of 
personal property to put up for security and will at the same time protect any 
lender who holds the assignment. 

Article 9 would be worth passing if it did no more than straighten out the after- 
acquired property tangle. The Commercial Code draftsmen have not unraveled it 
completely, but they have done so much that it is hard to criticize them for not 
doing more. Under the Code, only in one situation does the issue still plague us: 
where goods not in being, and they alone, are the subjects of the security 
agreement. We noted an example in the conflicting interests of secured lenders in 
future grown crops. 

In another particular the draftsmen fell a little short of the mark. The Code 
presents, if not a distinction, at least an ambiguity with respect to goods or property 
raised entirely by the farmer and the same type of goods or property purchased by 
him. The problem is at bottom one of classification: whether one class of goods 
will be called farm products and the other inventory. The distinction, if one ex- 
ists, is, at least in the dairy farming region of southern Wisconsin, an artificial and 
an unfortunate one. The chattels perform the same function; they should be treated 
the same. 

We cannot commend too highly the conception and the approach of the drafts- 
men: to codify in terms of function rather than doctrine; to avoid using terminology 
encrusted with the patina of generations. This is the great virtue of the Code, and it 
is also its great deterrent, perhaps. For—and this is the question on everyone’s lips 
—how long will it take a profession—not noted for its eager acceptance of change— 
to digest this 12 course dinner? We can only hope the magnitude of achievement 
does not scare lawyers and legislators away. For, to repeat, at least in the Secured 
Transactions Article, the Code will help bring farm law and farm financing practices 
together. Someone once said the glory of the common law was that it was born 
of and never strayed far from the facts of life.°* There is no reason why that 
encomium should not also be voiced of a statute. 


20¢ Hamilton, Book Review, 56 YALE L. J. 1460-1 (1947). 





THE MODERNIZATION OF COMMERCIAL SECURITY 
UNDER THE UNIFORM COMMERCIAL CODE 


Homer Kripke* 


Article 9 of the proposed Uniform Commercial Code had as its background sub- 
stantial bodies of earlier statutory material on security in chattels and receivables, 
such as the Uniform Conditional Sales Act,? the Uniform Chattel Mortgage Act,’ 
the Uniform Trust Receipts Act,* Factors’ Lien Acts,> and conditional sale and 
chattel mortgage legislation in nearly every state, and “accounts receivable legislation” 
in the majority of states.® Article g is among the most novel of the articles of the 
Code in the extent to which it represents a complete recasting of the prior statutory 
material dealing with the same subject matter, with new concepts replacing the old. 

Article 9 covers the whole field of security in tangible chattels, thereby replacing 
the earlier statutory material on such subjects. It also deals with the whole subject 
of the transfer of “receivables” (choses in action), whether by way of security or by 
way of transfer of absolute ownership therein, thereby replacing all of the state legis- 
lation on that subject adopted in the last ten years. 

It will be seen that the article links up very closely with the Articles on Sales and 
on Commercial Paper (negotiable instruments). A sale of goods, unless it is strictly 
a cash sale, gives rise to a receivable of some sort. Even if the receivable is an ordi- 


nary 30 or 60 day open account, it may itself become a subject of a separate financing 
transaction. Such financing occurs in large volume when the merchant does not 
have the working capital with which to cover the lag between the time when he is 
required to pay for his merchandise and the time when he has sold it and his cus- 
tomer is required to pay for it. Thus arise the fields of “factoring” (which is 
basically the purchase by a financial institution of open accounts without recourse, 


* A.B. 1931, J.D. 1933, University of Michigan. Presently Assistant to the General Counsel, C. I. T. 
Financial Corporation, New York. Formerly Assistant Solicitor, United States Securities and Exchange 
Commission. Author, Chattel Paper As a Negotiable Specialty Under the Uniform Commercial Code, 
59 Yae L. J. 1269 (1950); The “Secured Transactions” Provisions of the Uniform Commercial Code, 
35 Va. L. Rev. 577 (1949), and various other articles in legal periodicals. 

* Unless otherwise indicated, all references herein are to a Reporters’ mimeographed draft of Article 
9 prepared for working purposes subsequent to the printed September 1950 Revisions of Article g. It 
is believed that this mimeographed draft, in substantially its present form, with the same section 
numbering, will appear as the final draft of Article 9 to be presented to the American Law Institute and 
the National Conference of Commissioners on Uniform State Laws at their May 1951 joint meeting. 

2 Unirorm Laws Annoratrp 1. This Act has been adopted in 12 states and territories. 

* This Act was never adopted by any state. 

“g Untrorm Laws Annoratep 672. This Act has been adopted in 28 states, and the steadily increas- 
ing number of states of adoption has shown the usefulness of the Act. 

° These laws are not sponsored by the National Conference of Commissioners on Uniform State Laws, 
but in substantially similar form they have been adopted in 21 states. See, ¢.g., New York Pers. Prop. 
Law §45; N. J. Rev. Star. tit. 2, ch. 60, Art. 20. The statutes are summarized in Silverman, Factoring: 
Its Legal Aspects and Economic Justification, 13 Law & CoNTEMP. Pros. 593, 602-603 (1948). 

® The statutes are classified in Silverman, supra note 5, at 605-606. 
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and with the financial institution collecting the accounts) and of “accounts receivable 
financing” (which is essentially the assignment of open accounts as security for a 
loan, with the assignor collecting and accounting to the assignee for the proceeds). 

If the sale by the merchant deals with durable consumer goods like automobiles or 
refrigerators, or with industrial machinery or equipment, the credit extended may 
be for terms running for two to five years and payments in installments may be 
provided. In such a case the merchant wants to retain security in the goods, and 
customarily has done so in the forms known as conditional sale or chattel mortgage. 
Thus the sales problem leads to the problems of chattel security. Moreover, the 
amounts tied up in these long-term receivables or “chattel paper” may be many times 
greater than the merchant’s inventory or his entire working capital, and he may have 
to raise cash either by selling or pledging the chattel paper. Thus the sales problem 
leads naturally into the legal problems connected with the assignment of these long- 
term receivables. 

If the merchant does not have even sufficient working capital to provide for his 
inventory, he may have to obtain credit from his supplier, or credit from another 
source with which to pay his supplier. This credit, when it has to run beyond the 
conventional 30 or 60 days, is frequently supported by security in the goods involved, 
which security has customarily taken the form of a chattel mortgage on the goods, 
a trust receipt, more recently a factor’s lien, and less frequently a conditional sale of 
the goods. Thus, the sales problem reaches backward to these forms of tangible 
security in a merchant's stock in trade, or inventory. 


Finally, any of the forms of receivables involved may be evidenced by a negotiable 
instrument, and in fact conditional sale contracts and chattel mortgages evidencing 
the sale of goods to a user are frequently accompanied by a negotiable promissory 
note. Thus, the subjects of sales and of the creation and assignment of chattel paper 
tie in (or should tie in) with the field of law formerly known as negotiable instru- 
ments and known in the Code as Commercial Paper. 


I 
Farse Starts 1n Copiryinc CoMMERCIAL SECURITY 


In attempting the integration and codification of this multifarious subject, or 
group of subjects, the draftsmen made several false starts. 

1. Organization of the Material. The draftsmen in the beginning were overly 
impressed with the economic fact that inventory flows naturally into receivables and 
that both inventory and receivables constitute the basic working capital of the mer- 
chant. By a series of definitions they, therefore, tried to assimilate receivables into 
inventory for legal purposes. The resulting drafts’ failed to take into account the 
fact that many of the problems of receivables relate to the assignment thereof, and 


* Tentative Draft No. 1—Article VII, April 21, 1948; Tentative Draft No. 2—Article VII, Chapter III, 
August 6, 1948; mimeographed draft of Article VII, Chapter III, circulated December 9, 1948; May 1949 
Draft, Article 7, Part 3. 





Tue Mopbernizalion oF ComMMERCIAL SECURITY 185 


that these assignment problems involve three parties: the merchant, the buyer of the 


goods, and the assignee of the buyer’s obligation. Inventory financing, on the other 


hand, involves only a two-party relationship between the merchant and his creditor. 
Moreover, there is little homogeneity between the problems of the goods on the 
self, the 30-day unsecured receivable, and the long-term secured installment. re- 
ceivable. The drafts constructed on this basis were wholly unworkable and the 
draftsmen were commendably quick so to concede. 

In order to get a more accurate view of the variations in the problems involved, 
some drafts were then constructed based on the nature of the subject matter, e.g., 
pledge, inventory financing, accounts receivable financing, consumer goods, crops, 
and industrial equipment. These drafts were very helpful in focusing attention on 
the extent to which these various subject matters had elements in common, and the 
points at which the subject matters had to be treated separately. In September, 
1949, the draftsmen were able to achieve essentially the present structure, based on 
the following principal topics: rights of the parties to the agreement; rights of third 
parties, including perfection of security interests; formalities of filing; and rights 
on default.? With this structure the problem of organization of the material has been 
largely overcome, and it has been possible to view the substantive problems without 
the hampering effect of the former unsuitable arrangements. 

2. Protection of the Debtor. The draftsmen made another false start in conceiving 
that they could drastically reshape the relative positions of debtor and creditor, and 
considerably weaken the rights of the creditor vis-a-vis the debtor. The same con- 
ception shown in the Sales article and its comments,'® that ordinary everyday busi- 
ness is filled with examples of the big fellow oppressing the little fellow, dominated 
the drafting of remedies in the Secured Transactions provisions. The draftsmen 
did not, and in the present writer’s opinion could not, make any showing that there 
were significant abuses requiring correction in the general field of commercial 
secured lending. In the absence of justification, the paternalistic drafts'’ were wholly 
unacceptable to any representatives of creditor interests, and most of these provisions 
have been wisely abandoned. While it has been said that the abandonment of these 
provisions converted Article 9 into a “creditors” statute,” such thinking misconceives 
the true situation. Users of credit, as well as the creditors, gain advantage from a 
legal structure which makes possible the extension of credit simply and with cer- 
tainty as to security. Uncertain legal structures, on the other hand, prejudice debtors 
with respect to the availability of prospective creditors, the types of creditors willing 

“These drafts were mimeographed for working purposes; were discussed at a conference of the 
Reporters, their official advisers, and certain other persons in New York in July, 1948; but were never 
circulated generally. 

* September 1949 Revisions of Article on Secured Transaction; (then designated Article 8). 
structure therein adopted has been basically retained in all later versions. 

*® Proposed Final Draft (Spring 1950) §2-202, comment 3; §2-209 and comments; §2-302 and com- 
ments; §1-205, comment 6. 


™ Tentative Draft No. 2—Article VII, Chapter III, August 6, 1948, §320 and comments; mimeo- 
graphed draft of Article VII, Chapter III, circulated December 9, 1948, §§324, 329, 329A. 
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to enter the field, and the rates necessary to compensate the creditors for the risks 
involved. At present, the enforcement remedies in Article 9 are, generally speaking, 
practical, efficient, and just to both parties. The only vestige of paternalism still 
remaining in Article g is the provision for disclosure on consumer transactions, dis- 
cussed below. 

3. Problems of Security and Problems of Credit. There remain a group of false 
starts which appear likely to persist as unsatisfactory solutions to certain problems 
relating to sales to consumers. The draftsmen have assumed that the purported 
evils involved in the extension of installment credit to consumers derive from the fact 
that such credit is secured. This is a completely erroneous analysis. The problems 
of cost in the extension of credit to consumers arise out of the nature of a sale on 
credit as such, and not out of the security. The same problems exist in the case of 
sales of goods to consumers on installment credit where there is no security.’* Be- 
cause of the faulty analysis, the disclosure provision with reference to consumers’ 
credit transactions is placed in Article 9, where its applicability is made dependent 
on the fact that security is taken, rather than in Article 2 on Sales where it should 
be if its applicability were made co-extensive with the problems. Likewise, the 
penalty for nondisclosure or inadequate disclosure is made loss of lien,’* instead of 
a penalty more directly related to the problem, namely, the cost of the privilege of 
receiving credit.’* Similarly, the treatment of the use of a negotiable note in con- 
nection with such sales (with its concomitant potential cutting off of consumer 
defenses in the hands of a holder in due course) is placed in Article 9,’° where its 


applicability is made dependent upon the existence of security, rather than in Article 
2 on Sales or Article 3 on Commercial Paper, where it would have the proper scope 
and be applicable to all credit sales in which a negotiable note is taken.’* 


I] 
Leapinc FEATURES OF THE CODIFICATION 

With this background, we can discuss the most important features of Article 9 
as presently drafted. 

1. Chattel Financing as Commerce. We can heartily approve the recognition of 
chattel financing and receivable financing as fields of commercial law, and their 
inclusion in a Commercial Code which starts basically with a sale and carries it 
through the legal ramifications of the chain of events thus begun. The proposed 
removal of these fields of law out of the atmosphere of property law and into the 
atmosphere of commercial law is highly desirable, because these types of transactions 
are vital to commerce in goods and the receivables are themselves important sub- 
jects of commerce.!* 


** This problem is considered at greater length in Kripke, Chattel Paper As a Negotiable Specialty 
Under the Uniform Commercial Code, 59 Yat L. J. 1210, 1212-1214 (1950). 

28 §9-209. ** Kripke, supra note 12, at 1213. 

38 §9-207. *® See Kripke, supra note 12, at 1218-1219. 

*7 The economic integration of these fields of law with commercial transactions is discussed in Kripke, 
The “Secured Transactions” Provisions of the Uniform Commercial Code, 35 Va. L. REV. 577, 578-586, 
614-615 (1949). 
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2. Omission of Automobile Title Problems. In contrast with this desirable recog- 
nition of chattel security as a field of commerce demanding codification was the 
decision to omit from the Code a uniform treatment of lien and title problems 
relating to automobiles. The automobile is one of the largest single objects of 
commerce in goods. As such, it presents special problems of title and security 
because of its mobility, its large unit value which requires financing, and its dur- 
ability which makes possible long-term financing. For the intercity and interstate 
truck, these problems are intensified. Attempts had been made in the past to deal 
with the ownership problems of automobiles through the certificate of title device, 
and one such attempt was made in a uniform act sponsored by the National Con- 
ference of Commissioners on Uniform State Laws.’* This act and many of the 
separate state statutes were wholly inadequate to meet the actual commercial prob- 
lems of automobile financing and ownership. Recognizing the importance of the 
subject for commerce and the inadequacy of the existing state of the law, the spon- 
sors of the Code set out to insert in their Secured Transactions article a treatment 
of automobile title and lien problems.’® Unfortunately, their attention was turned to 
this problem too late in the project, and the draft appearing in the first overall com- 
pilation of the Code in May, 1949 was stated to be only a single Reporter's draft 
which had not yet been considered by the Chief Reporter and staff or other persons 
in the hierarchy of the sponsor organizations.”” In the September, 1949 draft of the 
Secured Transactions article, this material on motor vehicles was deleted, and the 
conclusion was orally announced at the September, 1949 joint meeting of the sponsor 
organizations that this subject could not be treated without going too far in the 
direction of police regulation. The earlier uniform law on the same subject and 
another uniform law on automobile registration may cause one to doubt the necessity 
for this conclusion, and certainly it is particularly regrettable that the most im- 
portant single subject matter of chattel ownership and chattel security is being left 
with its applicable law in a chaotic state. The single object of commerce which most 
vitally needed uniform law throughout the country has been excluded from the 
attempt to achieve uniformity. 

Not only has this problem been denied the uniform national treatment which 
it so badly needs, but the Code has not even given adequate extraterritorial effect to 
existing certificate of title laws. Section 9-103, in requiring refiling of security in- 
terests when chattels have been moved from one state to another, gives no special 
treatment to a security interest shown on the certificate of title under the law of the 
state of registration, when the automobile is subsequently brought into another 
state.”? 

3. Place of Filing of Chattel Liens. It is also regrettable that the draftsmen’s 

**® Uniform Motor Vehicle Anti-Theft Act, 11 UnirorM Laws ANNOTATED 143. 

** Article 7, Part 8, of the May 1949 Draft. 2° May 1949 Draft, page 691, footnote. 

*In a conference with spokesmen for American Bar Association committees, some of the Reporters 


indicated recognition of the need for special treatment of certificate of title situations, in the event of 
removal of the chattel. The draft which next appeared, however, does not treat the problem separately 
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recognition of chattel security problems as commercial problems should be com- 
promised by concessions of expediency toward local property law conceptions. The 
Code is necessarily a compromise of the views of all parties concerned, including the 
general membership of the American Law Institute and the National Conference 
of Commissioners on Uniform State Laws. On the problems of filing security in- 
terests, the joint meetings of these sponsor organizations have shown an insularity 
of approach. Apparently, the security interests are not thought of as incidents in 
the nationwide mechanism of the distribution of goods. Instead, they are thought of 
as local property law transactions, in which the local legal practitioner should be 
able to search a title in the county records. As a result, every draft of the Reporters 
providing for state-wide filing of chattel security interests has met with opposition 
from the floor of the sponsor organizations. The latest current draft still contem- 
plates local filing as well as state-wide filing, for debtors whose places of business 
are in a single county, in the case of receivables, inventory, and industrial equip- 
ment. The fact that the provision for county filing has been printed in brackets in 
the last several drafts** indicates that the Reporters still hope to win their point on 
the floor, and one may join them in this hope. The Reporters, however, have given 
up the struggle in the case of consumer and farm goods and have called for local 
filing.* Since this provision applies almost exclusively to automobiles and farm 
tractors,** its inadequacy to meet the facts of modern mobility is evident. 

4. The Filing of Consumer Liens. The Reporters have also been faced with tra- 
ditionalism in the consideration of a rule as to the filing of security interests in con- 
sumer goods. Generally speaking, existing chattel mortgage laws require filing of all 
chattel mortgages regardless of the type of commodity or amount involved. Similar- 
ly, where filing is required for conditional sale contracts, the filing requirement does 
not depend on the nature of the goods or the amount involved; and where filing is 
not required, the rule of law applies uniformly. 

A strong case could be made that this uniform treatment is obsolete. Under 
modern conditions, particularly in urban areas, the filing records are almost never 
consulted in connection with liens on consumer goods. The filing, therefore, gives 
no actual notice, and it can be argued that the validity of the lien against third parties 
should not be made to depend on compliance with a filing requirement. Some of 
the Reporters have at various times indicated sympathy with this position, but any 
attempt to omit a requirement for filing of consumer goods liens always runs into 


opposition on the floor of the sponsor organizations. The current draft of Article 


g omits a filing requirement in the case of purchase money security interests in con- 
sumer goods (other than fixtures, motor vehicles, and farm equipment having a 
purchase price not in excess of $2500).*° In other cases, filing is required for 
security interests in consumer goods. It may be conjectured that these provisions 
represent the Reporters’ attempt to compromise between the theory that filing is 
23 


22 §9-401(1) (a). §9-401(1)(b). 


2* See §9-302(c) and (d). © §9-302(c) and (d). 
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meaningless for consumer liens, and the insistence of the general membership of the 


sponsor organizations that there be filing in all cases on chattel liens. 

Unless one is willing to say that the largest exemption from filing requirements 
that is attainable under the political realities of the sponsor organizations is per sé 
desirable, the present provisions seems to be an illogical solution of the problem. 
Once a security interest has been created, a third person does not care whether that 
interest was created in a purchase money transaction or in a loan transaction. If he 
can search the files to ascertain the existence of a security interest for loan transactions, 
he should be satisfied upon completion of his search that he has discovered all 
prior security interests which are good against him. In such cases there should be 
no unfiled interests which he cannot find by searching, but which are valid against 
him. On the other hand, if we accept the premise that the records will seldom be 
searched, then there is no more reason for requiring the filing in the case of loan 
transactions then there is in the case of purchase money transactions. The dis- 
tinction in rule is further complicated by the complexity of the “purchase money” 
concept, whose definition in the Code is by no means self-evident.** A company 
in the small loan business might find that its loan was or was not a purchase money 
security interest, and, therefore, did or did not require filing for its perfection, en- 
tirely without reference to any set of facts of which the lender was cognizant. 

Moreover, the effect of the no-filing rule for purchase money security interests in 
consumer goods seems to have been an unresolved matter among the members of 
the reporting staff until very recently. Section 9-307(2), as it existed in the September 
1950 Revisions, provided (so far as is now material) that a security interest is good 
against a buyer with notice, including filed notice. The question was raised as to 
the relationship of this provision to the absence of a filing requirement for purchase- 
money interests in consumer goods. It is not clear that the reporting staff as a group 
conceded that such security interests were good against innocent buyers, which is the 
normal result when liens or transfers of ownership are valid without filing. At 
various times members of the reporting staff have argued that there should be no 
way to protect security interests in consumer goods against a good faith buyer of 
the goods. If the staff's intention in the September 1950 draft was to express the 
latter position, then surely the result would have been anomalous. It would have 
put the seller’s purchase-money interest in consumer goods at a disadvantage against 
security interests arising from loans, and would have subjected the seller’s interests 
to defeat at the hands of innocent purchasers.** But surely the general membership 


*°§9-107. The definition includes not only a security interest retained by a seller, but also that 
taken by a lender for the purpose of enabling the debzor to require rights in the collateral, if the 
money is so used; and even security taken by a person for the purpose of enabling the debtor to acquire 
an interest in the collateral if the collateral is in fact acquired within 10 days, even though the loan 
is not used to pay the price. 

*7 Fortunately, since the 1950 amendment to section 60a of the Bankruptcy Act (Pub. L. No. 461, 
81st Cong.) the “bona fide purchaser” test has been abolished as a test of preference in bankruptcy, except 
for real estate transfers. See Kupfer, The Recent Amendment to the Preference Section of the Bankruptcy 
Act, 22 N. Y. Sr. Bar Ass'n BuLL. 329 (1950). Cf. Conwill and Ellis, Much Ado About Nothing: 
The Real Effect of Amended 60(a) on Accounts Receivable Financing, 64 Harv. L. Rev. 62 (1950). 
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of the sponsor organizations in demanding a filing provision intended to provide a 
mutual means of protection for the holders of the security interest and for third 
persons, and they would not knowingly agree to non-filing in certain areas if the 
result would be denial to the holder of the security interest of any opportunity to pro- 
tect himself. The confused state of the drafting and of its intended effect existed 
because of the draftsmen’s concern with the protection of the buyer of second-hand 
goods who does not, they believe, search the records before buying from another 
consumer. But the number of cases of such sales where the first consumer conceals 
from the second the existence of a lien is infinitesimal, and no problem exists 
justifying so radical a step as a denial to the holder of a security interest of any 
means of perfecting his lien against all third parties.* 

In the latest version, the ambiguity has been clarified through a rough and ready 
solution.” The innocent buyer of consumer goods takes free of security interests 
that are more than one year old, and subject to security interests not over one year 
old. In practical effect, this means that the buyer is protected against a deception in a 
small amount but not against a deception in a big amount. The best thing to be 
said for the solution is that the practical problem is not large in any event, and this 
solution possibly hits upon an approximate dividing line between situations in which 
a lay buyer might and situations in which he might not be alert enough to ask about 
encumbrances. 

5. Inventory Financing. The Code materially improves the legal position of in- 
ventory financing. At this mature stage in our economic history, when “inventory” 
includes such items as machinery, automobiles, and other “hard goods,” it is possible 
to think of inventory financing free from the overtones of fraud and concealment 
with which such financing became associated when the inventory lien transaction 
was typically a chattel mortgage on a small retailer’s stock of groceries or clothing, 
made with the intent either to defraud creditors or secretly to prefer the mortgagee. 
Therefore, Article g avoids the artificial limitations which appeared in the Uniform 
Trust Receipts Act concerning the nature and purpose of a trust receipts transaction, 
which limitations undoubtedly arose as the draftsmen tried to justify to themselves 
and to others the creation of a form of security without the handicaps of the law of 
chattel mortgages on inventory. The inventory security device under the Code will 
not be burdened with “trust receipts” questions as to whether title flows from a prior 
owner to the “entruster” or whether it comes from the trustee; whether it is a pur- 
chase money transaction or a loan transaction; the purpose of the arrangement; or 
the other limitations of the Uniform Trust Receipts Act. There need be only one 
single legal form for all of the types of inventory financing which have been carried 
on through the devices of chattel mortgage, trust receipt, factor’s lien, and conditional 
sale for resale. 


*°Tt may be argued that if the problem is so infinitesimal, professional secured lenders should have 
no objection to taking the risk of loss of their security interest in favor of bona fide consumer purchasers. 
The answer is that no one can foresee the extent to which advantage can be taken of loopholes in the 
law, once those loopholes are created. 

*° §9-307(2). 
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In the redrafting there has been an attempt at clarification of the “proceeds” 
provisions of the Uniform Trust Receipts Act.*° There has likewise been a clarifica- 
tion designed to prevent a monopolization of “retail” chattel paper by the secured 
lender who was providing inventory financing for the inventory out of which the 
chattel paper arose.*" Finally, there has been a clarification of the question of prece- 
dence between the inventory-secured person who first files and the inventory-secured 
person who first makes advances on inventory. The clarification is in favor of the 
one who first files,** thereby overruling the one case on the subject. 

6. Notice Filing in Accounts Receivable Financing. In the field of accounts re- 
ceivable financing, the Code resolves, in favor of central notice filing, the controversy 
which has raged before the state legislatures as to the merits of “validation,” “filing,” 
and “book marking” statutes.** It is certain that this conclusion will provoke wide- 
spread opposition in the important commercial states which have reached a con- 
trary determination of policy in the legislatures and by judicial decision, and it may 
be doubted whether the other advantageous features of the Code should have been 
jeopardized by attempting to enforce uniformity on so controversial a subject. 

7. Chattel Paper as a Specialty. Among the most highly advantageous features 
of this article of the Code is the recognition of chattel paper as a specialty,**® coupled 
with the provision that a security interest or other assignment of chattel paper may 
be perfected by delivery thereof,** or by notation on the paper itself that it has been 
assigned,*” or may be perfected against anyone but a bona fide purchaser by central 
notice filing.** This recognition will clarify the legal position of a type of receivable 
which has become an important object of commerce, and facilitate financial dealings 
therein. 

8. Chattel Paper with Negotiable Instruments. The draftsmen have seemingly 
done no fundamental thinking on the question of the relation between chattel paper 
and a negotiable note used with the paper. In the early development of the legal 
machinery for credit sales on installment terms, the third party financial institution 
was concerned not only with the regular credit hazards involved in the question 
whether the purchaser would be able to pay, but also in the hazards involved in the 
purchaser’s possible refusal to pay because of dissatisfaction with the merchandise, 
or fraud or misrepresentation on the part of the seller. Accordingly, as this new 
type of installment obligations became an important subject of finance, the necessary 
legal development was facilitated by resort to a negotiable instrument. These instru- 
ments had been developed several centuries earlier to meet similar problems involved 

®° §9-306; compare Uniform Trust Receipts Act, §10. 

*1 69-308; compare Uniform Trust Receipts Act, §9.1(a). 

*? §9-312. 

*§Donn v. Auto Dealers Inv. Co., 385 Ill. 211, 52 N. E.2d 695 (1944). 

**See Kupfer, Progress in the Amendment of Section 60a of the Bankruptcy Act, 13 Law & Con- 
TEMP. Pros. 624 (1948); Pemberton, Notice Filing for Assignments of Accounts Receivable, 13 Law & 
Contemp. Pros. 643 (1948). 


38 §9-105(b). *® §9-304(1) (a). 
*7 §§9-304(1)(c); 9-308. ** §§9-302; 9-304(1)(b); 9-308. 
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in the free transfer of business obligations, when the primitive facilities of finance, 
commerce, and communication resulted in substantial risks to assignees of such 
obligations. The law merchant developed the concept of negotiability to free third 
parties from the danger of assertion of defenses to definite obligations set forth in a 
specified manner, and this concept was by a quite natural development extended to the 
new types of installment instruments which arose in the course of chattel financing. 


Although these instruments contained monetary promises which had the definiteness 
as to the amount and time of payment which is the essence of a negotiable instru- 
ment, they were apparently not negotiable because the instruments ordinarily also 
contained covenants about insurance, care of the property, etc. To get the benefit 
of negotiability, it became the practice to use a separate negotiable note with, and 
duplicating the promise to pay in, the security instrument. 

Once the legal rights flowing from a transaction become expressed in a negotiable 
instrument and also in a separate lien instrument with a duplicate promise to pay, all 
kinds of difficulties can and do arise. Fraudulent double financing, or transfers of the 
notes without the security instruments and in ignorance of their existence or nature, 
become possible. Uncertainty arises as to whether the rights of a third party assignee 
and endorsee are governed by the law of negotiable instruments, or by the law of 
assignments of non-negotiable choses in action. The obvious answer to the prob- 
lem at this late date is to create rules of law which would make unnecessary the re- 
tention of the two-instrument device, and the obvious way to do so is to change those 
features of negotiable instruments law which deny negotiability to promises to pay 
money if accompanied with covenants concerning preservation of the collateral. 
On the occasion of the adoption of so far-reaching a Code, which includes other sub- 
stantial modifications of negotiable instruments law, it is particularly unfortunate 
that the draftsmen did not grapple with the problem.*® 

g. Protection of the Consumer against the Holder in Due Course. Doing nothing 
to avoid the formal problem of two instruments, the draftsmen have attempted, with- 
out complete success, to grapple with the substantive problems involved in the use of 
negotiable instruments to express obligations arising in credit sales. The solution 
has been to give negotiable instruments their normal effect when they arise out of 
sales of commercial and industrial equipment, while denying them their normal 
effect if created in a consumer goods transaction.” In so doing, the draftsmen 
have, of course, created inconsistency with their own rules in Article 3 on Commercial 
Paper as to the status of negotiable instruments, and inconsistency with their own 
treatment of chattel paper not accompanied by negotiable instruments.‘ 

The draftsmen’s result as to consumer goods seems merely to have left the law 
in the state in which it is today: (a) If the holder sues on his negotiable note, he 
may cut off the defenses of the consumer; therefore, so long as the consumer is able 
to pay, the Code does nothing to give him the protection to which it is assumed he is 


*° This point of view is more fully expressed in Kripke, supra note 12, at 1222-1227. 


*° §9-207. 
** See Kripke, supra note 12, at 1214-1222. 
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entitled.” (b) If, however, the consumer is unable to pay and the holder resorts 
to the security, the consumer may set up any defenses that are available. However, 
it is hard to think of defenses which would entitle the consumer to keep the goods 
without paying for them, so it is rarely indeed that the Code accomplishes anything 
for the consumer. We may be grateful that the loss of this opportunity for funda- 
mental rethinking of the problem is not as serious as it might be, for the reason 
that the problem itself is of constantly diminishing importance. As standardization 
occurs in consumer goods fields, the cases of really justified consumer complaint 
against the seller have become infinitesimal. 

10. Overruling of Benedict v. Ratner. Since the very early drafts, the Code has 
contained an interesting provision abolishing the rule of Benedict v. Ratner.“* This 
rule is applicable to types of security which are rapidly converted into cash by sale 
or collection, such as inventory and receivables. The rule states in substance that if 
the lender does not exercise suitable “dominion” over the cash resulting from the 
liquidation of the inventory or collection of the receivables, his conduct is incon- 
sistent with the concept of lien and results in the invalidation of the lien. While in 
most courts the rule has been given a reasonable application, some of the dicta in the 
federal courts of the Second Circuit have been most alarming** and have led to ex- 
tended discussion among lawyers as to the actual and symbolic steps which the 
lender must take to exert dominion. 

There was for a considerable period of time no serious objection to the proposed 
abolition of the rule of law involved, for it was assumed correctly that the abolition 
of the principle of law did not preclude the lender from adopting any steps which he 
deemed practically necessary for the preservation of his security position. More 
recently, however, lawyers interested in commercial financing have begun to express 
concern as to the effect of this proposed change of rule, for two reasons. 

(a) First, the abolition of any legal requirement of policing the security makes 
it practicable for a lender to attempt to obtain security in inventory or receivables 
by inserting a “boiler-plate” clause to that effect in any form of loan instrument, 
such as a real estate mortgage, bank loan agreement or unsecured loan agreement, 
and even in such instruments as leases. This opportunity is facilitated by the fact 
that the Code recognizes the validity of after-acquired property clauses for both 
inventory security and receivables,* with the result that a provision assigning such 
security would be effective even though the creditor did absolutely nothing to obtain 
periodic assignments as the particular items of inventory or receivables in existence 


*? Some courts, with shaky legal reasoning, have found a way to protect the consumer by denying 
that the note is negotiable or that the holder is a holder in due course. See Kripke, supra note 12, at 
1219-1221. The draftsmen have indicated approval of this line of cases, and at one point the proposed 
draft codified this approach. Proposed Final Draft (Spring 1950) §9-209, and comment 5 thereto. They 
have now abandoned this approach and gone back essentially to a restatement of the common law. 
If there really is a situation which requires protection, therefore, the remedy will not be found in the 
Code, but is left to whatever continuing judicial erosion may occur in traditional concepts of negotiable 
instruments law. 

48 568 U. S. 353 (1925). 

*5 §§9-108(2):; 9-203. 


** See Kripke, supra, note 17, at 589-592. 
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changed in the normal course of business. A debtor who was careless, poorly ad- 
vised, or in a weak bargaining position might subsequently find himself with his 
inventory or receivables unavailable as security, or disregarded as encumbered by 
persons scrutinizing his financial statements, although the debtor had had no 
intention of using them as security in the first transaction. Whether under the Code 
this difficulty would eventually work itself out as lawyers and borrowers became 
aware of the problem, and whether the lenders who had obtained the purported 
security would voluntarily release it to make inventory and receivables available to 
the debtor for future financing, cannot be foretold in advance of adoption of the 
Code and some experience under it. 

(b) The second objection by those interested in commercial financing was that 
the abolition of the legal sanction for proper administration of collateral would 
ultimately lead to a most unfortunate competition for business among lenders, 
upon the basis of a competitive debasement of proper collateral control practices. 
Inventory financing and receivables financing are peculiarly susceptible to the risk 
of disappearance of the collateral, and accounts receivable financing in many con- 
texts is likewise peculiarly susceptible to fraud unless carefully administered. Any 


competitive pressure against the safeguards which have been developed for this 


business would be most unsound. 

In opposition to both of these objections, it may be pointed out that provisions 
abolishing or limiting Benedict v. Ratner already appear, although not so drastically 
phrased, in the accounts receivable statutes of a few of the states.“ While experi- 
ence under these state statutes has not yet been sufficient to justify a firm conclusion, it 
must be said that the dangers above mentioned have not yet significantly appeared in 
the experience of the states involved. Nevertheless, there is very real concern on 
these subjects on the part of many students of the Code. 

11. Revolving Security and Bankruptcy Preference. A further very well-intended 
provision of the Code is the attempt to write a provision which would protect a 
creditor against preference where his security increased in the normal course of busi- 
ness within four months of bankruptcy.** Many financing arrangements contemplate 
what is in effect a continuing loan secured by a constantly changing aggregate of 
inventory or receivables. Most such arrangements contemplate that the loan will be 
secured by all of the debtor’s inventory or all of his receivables, or all of a type or 
types of inventory or receivables. The quantity of such collateral will necessarily 
change in the ordinary course of business, and an increase will not necessarily be ac- 
companied by a simultaneous increase in the amount of the loan. Yet if an in- 
crease in collateral occurred within four months of bankruptcy and at a time when 
(in the opinion of the court) the creditor knew that the debtor was insolvent, the 
increase in collateral might be held to be a preference. The draft attempts to pre- 

*° See e.g., Coco. Star. ANN. c. 12A §5 (Cum. Supp. 1947); Conn. Gen. Strat. §1276i(d) (Supp. 
1947); Micu. Stat. ANN. §19.846 (Cum. Supp. 1947); N. C. Gen. Star. ANN. §§44-83 (Cum. Supp. 


1947); Wasu. Rev. Stat. ANN. §2721-8 (Supp. 1947). 
*? §9-108(2). 
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clude this result by providing that where value is given under an arrangement con- 
taining an after-acquired property clause, the after-acquired property “is not security 
for a pre-existing debt or claim” if the debtor acquires such collateral either in the 
ordinary course of business or pursuant to a contract of purchase made within a 
reasonable time after the making of the security agreement and pursuant thereto. 
In so far as this provision attempts to change an uncomfortable fact by asserting the 
contrary, the draftsmanship is unfortunate. Assuming that the intent is to state that 
the uncomfortable fact shall not have its ordinary legal consequences, it may be 
questioned whether any state legislation can affect the definition of preference in 
the Bankruptcy Act. At any rate, the point has been a troublesome one and the 
effort to solve it is all to the good. 

12. Disclosure to the Consumer. As of this writing Article g still contains Section 
9-209, which is a provision requiring disclosure to the consumer of the computation 
of the amount of his obligation. Statutes of similar nature have been passed in 
many of the states, but many of the statutes go much further. Some include regula- 
tion of finance rates, prepayment privileges, and delinquency penalties. Some of 
the statutes provide licenses for time sellers and finance companies, and administrative 
machinery for the supervision of the situation. Some of the statutes are limited to 
automobile transactions, or contain specific provisions with respect to such trans- 
actions and the insurance complications that go with automobile financing. There are 
also in many states detailed regulations of the business of making small loans. 

The draftsmen have chosen to enter this field by confining themselves only to 
disclosure. Thus far, they have not succeeded in drafting a disclosure provision 
which is deemed practicable by those with most experience in the field of financing 
installment sales. In that field, where the instruments are originated by thousands 
of sellers and their salesmen who have no legal training, and where the individual 
amounts of transactions are small, simplicity and operating efficiency are absolutely 
essential, and those interested in the field are not yet satisfied that the draftsmen 
have achieved either. 

No explanation has yet been offered in any of the printed comments on the Code 
for the draftsmen’s conclusion that they should enter this fiela, .s:ead of leaving it 
for separate determination in the several states, where proposals covering the wide 
range of possible treatments of the subject are regularly offered at each year’s legis- 
lative sessions. At one of the joint meetings of the sponsor organizations, one of 
the draftsmen stated that they desired to treat the subject to prevent any inference 
that they did not feel that consumer protection was necessary. However, no such 
inference could possibly be drawn from a code which does not purport elsewhere to 
cover comprehensively the problems of legal protection of the consumer. On the 
contrary, the draftsmen have run the risk of an inference that their provision is the 
only treatment of the subject which the sponsor organizations think necessary. 


They have entered a controversial field under the handicap that they could not deal 
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adequately with the substantive problems involved and were not free to provide fur 
administrative regulation if that were deemed necessary. 

In the long run the safest thing to do with Section 9-209 will be to eliminate it. 
This is not to contend that no legislation in the field of consumer credit is necessary. 
Such legislation is being offered before all of the legislatures constantly, and the 
suggestion is merely that each state be permitted to deal with the problem in its 
own way. The Code could not in any event accomplish uniformity, because it is 
expressly contemplated that the Code will not replace the varied existing legislation 


in the field.*® 


CoNcLUSION 


On the whole, Article 9 of the Code is an improvement over existing law. There 
is little in it to which one must affirmatively object.*® Its largest defects are those 
of omission: failure to deal adequately with problems which cryingly needed atten- 
tion, such as the automobile certificate of title problem. On the other hand, there is 
much in it to which one can give hearty affirmative approval, such as the strengthen- 
ing of the legal basis for inventory financing, and the clarification of the status of 


chattel paper. 

“* See notes to §§9-204 and 9-209. 

** Many people will except from this statement the provision requiring filing of notice of assignment 
of accounts receivable. Moreover, as of this writing the draft referred to in note 1, supra, contains some 
technical difficulties of draftsmanship which must be resolved. 





THE CASE OF THE MYSTERIOUS ACCESSORY 


R. Bruce Townsenpn* 


The American automobile has acquired another accessory. It comes on all models. 
This accessory, an impressive little item, is the certificate of title, which serves as the 


automobile’s passport from dealer to owner to banker to thief, and more often than 
not, back to the dealer again. Often it embroils these characters in a mystery of deep 


legislation and dark case law. This mystery has found its way into the Uniform 


Commercial Code. 

The writer believes that he has a solution to this mystery. The illustration of 
the proffered solution will require a broad review of the legal aspects of the motor 
vehicle title problem as it has been created by legislation and judicial law. Upon this 
predicate may be described the role the certificate will play under the new uniform 
act, with special attention being given to its use as an instrument for imparting 
notice of liens. After this will come the solution. 

The slip of paper which serves as a certificate of title originated as a police device 
for tracking down stolen automobiles. With such a piece of paper a central motor 
vehicle agency is able to identify every automobile by engine serial number, keep 
informed of current ownership transfers, maintain permanent records, and provide 
the owner with an accessory which informs the public of his ownership rights. This 
certificate differs from the established negotiable instruments, the bill of lading, and 
the warehouse receipt in that it is no more negotiable than the automobile to which 
it is attached. It also differs from the sale receipt or the bill of sale because it has an 
official origin. In short it is something new in the commercial world; but the nature 
of its commercial value and its significance to the automobile has remained an un- 
probed mystery. 

The codifiers saw the problem, wrestled with it,’ and finally discarded their 
efforts to give any degree of uniformity to this certificate of title. Rather the Code 
met the issue by a “meshing process,” which for lack of a better name is used to 
describe a function that will increasingly be faced in the job of uniform codification. 
This “meshing process” is the means by which diverse patterns of legislation and 
case law are assimilated into a body of uniform private law. For example, the 
Code recognizes that constructive notice can be shown through the title certificate 
and public records established and maintained under the various title certificate laws.” 

*A.B. 1938, Coe College; J.D. 1940, State University of Iowa. Associate Professor of Law, Indiana 
University School of Law, Indianapolis Division. 

* A Reporter's draft of a comprehensive chapter dealing with the certificate of title problem was 
presented in the May, 1949 draft of the Uniform Commercial Code. §7-801 ef seq. 

For an excellent discussion of the conflicts problems under the title certificate laws, see Leary, Horse 


and Buggy Lien Law and Migratory Automobiles, 96 U. oF Pa. L. Rev. 455 (1948). 
*U. C. C. §9-402 (Sept. 1950). 
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In so doing, the Code has introduced nothing new, but instead has recognized 
and adopted the type of legislation which exists in a majority, but not all, af 
the states. According to the Code, security interests in motor vehicles are perfected 
only when the lien is noted upon the records and upon the title certificate. In 
addition, the Code does not clearly define the states which are encompassed by the 
provision, for it applies only to those states requiring the registration of “all liens” 
upon the certificate of title. Thus the Code shuts the door on the possibility that 
the title certificate itself may become a new document of commerce which in fact 
represents title rights and gives constructive notice of liens. 

At the outset it is feasible to illustrate the practical utility of the certificate 
of title as a commercial device. Suppose that M, who allegedly owns a Chevrolet, 
applies to F bank for a loan upon the security of this car late one Saturday morning. 
During the course of the customary interview between M and F’s loan officer, M 
produces an official certificate of title showing no encumbrances. The officer, after 
an examination of the Chevrolet to determine its identity as expressed in the cer- 
tificate, is able to make the loan in a very few minutes. The bank can take possession 
of the certificate and feel relatively sure that the title is good. On the other hand, 
consider this business routine in states without title certificate laws. The officer of 
F, if he is as cautious as he ought to be, will check the chattel mortgage and con- 
ditional sale records in the county court house prior to making the loan. This may 
be impossible late in the morning because the business week end is at hand. The 
transaction, therefore, will be delayed, and if M is in desperate need he will be forced 
to resort to a more expensive source of credit. Or the bank, if it makes the loan as a 
pure credit risk until the lien can be filed, may subject itself to the wrath of the bank 
examiners, to the possibility that a lien has already been entered upon the records, 
and to the contingency that M will take his Chevrolet to a used car dealer in the 
afternoon. Without examining the lien records and filing the lien F is taking 
security of questionable value, and even after such examination and filing there is 
the additional risk that M was not the actual owner of the car. This is but one of 
the many situations which commend the title certificate to the commercial world 
as an indispensable accessory. 


I 
Statutory Provisions 


States with registration laws. At the present time fourteen states, including 
Alabama, Connecticut, Georgia, lowa, Kentucky, Maine, Massachusetts, Minnesota, 
Mississippi, New Hampshire, New York, Rhode Island, South Carolina, and Ver- 
mont have adopted legislation requiring registration, but making no provision for 
a separate certificate of title. As a consequence, the registration certificate or receipt 
serves a purpose similar to that of the certificate of title, although the legislation in 
these states manifests no clear intent that the mechanics of registration or the registra- 


* See App. 1, supra. 
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tion instrument should impart notice of ownership.‘ Basically, these laws employ 
registration as a device for collecting revenue by outlawing the operation of un- 
registered vehicles.” Additional features, however, tend to make the registration 
machinery and the registration certificate a possible source of title information. 

Most of these states require the “owner” to register the vehicle upon acquisition, 
and the term is usually defined to include mortgagors and conditional buyers in, or 
with a right to, possession. Upon transfer, the transferor is compelled through 
criminal sanctions to notify the vehicle department of the transfer, either upon the 
registration certificate, or in a manner otherwise prescribed.?. Endorsement and 
delivery of the instrument to the transferee is made mandatory in only two states, 
Georgia and Kentucky,® but the transferee and transferor are required to join in an 
assignment of the certificate of registration in lowa and Minnesota.’ In Georgia and 
South Carolina, liens must be shown upon applications for registration, but no 
further provisions for noting the lien upon the registration certificate, pointing out 
the intended connection with other filing statutes, or describing the general effect of 
such procedure, are to be found.’ Therefore, it will be observed that the registra- 
tion laws do not, in terms, comprehend a method whereby constructive notice of 
liens and encumbrances may be imparted through registration or the registration 
certificate. Most of the states, however, provide for recording and indexing initial 
registrations and transfers, thus indicating that the machinery for centralized filing or 
recording is present in every state.’ In seven of these jurisdictions the registration 
certificate must be carried or exhibited in the vehicle, consequently destroying the use- 
fulness of the instrument as a document of commerce.’* 


States with certificate of title laws—in general. Certificate of title legislation has 
steadily gained in popularity so that at the present time 35 jurisdictions’* have 
adopted legislation requiring ownership interests in motor vehicles to be cleared 
through an official document known as the certificate of title. Like the registration 


* None of the statutes expressly provide that the registration receipt or the registration records should 
constitute constructive notice to creditors, purchasers, or lienholders. Mississippi requires the transferor 
to give a bill of sale, which may be recorded in county records, but the statute says nothing of the 
rights of creditors or purchasers. 

® See e.g., Bolton-Swanby Co. v. Owens, 201 Minn. 162, 275 N. W. 855, 857 (1937); 22 MINN. L. 
Rev. 720 (1938). 

® All of the states except Massachusetts have general provisions accomplishing this result. See statutes 
cited Appendix 1, col. 1. In Massachusetts a motor vehicle may be registered in the name of the 
conditional seller. Temple v. Middlesex & B. St. Ry., 241 Mass. 124, 134 N. E. 641 (1922). 

7 Alabama, Connecticut, Massachusetts, Minnesota, New Hampshire, Rhode Island, South Carolina, 
and Vermont have such provisions. See App. 1, col. 2. In some states, a non-resident applicant 
for registration must furnish the certificate of title held under the laws of another state. E.g., Ky. Rev. 
Star. §186.020 (c-d) (1948); MINN. Stat. §168.13 (1949). 

*See App. 1, col. 3. 

*See App. 1, col. 3. 

2°Ga. Cope ANN. §68-207 (1937); S. C. Cope ANN. §5894(17) (Supp. 1949). 

*1 In Direct Mail Service v. Registrar of Motor Vehicles, 296 Mass. 353, 5 N. E.2d 545 (1937), the 
Registrar of Motor Vehicles was compelled by mandamus to permit inspection and the making of 
copies of the registration records. 

*? But cf. Commercial Credit Corp. v. Dassenko, 43 N. W.2d 299 (N. D. 1950) (custom and usage 
of dealers to use certificate in obtaining loans). 

28 See Apps. 2-3. 
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statutes in the other states, title certificate laws require owners of motor vehicles 
to comply with annual registration laws, but to facilitate the tracing of title, 
acquisition of a separate certificate of title is made mandatory. Consequently perma- 
nent title records, separate and apart from the registration machinery, as a matter of 
administrative routine facilitate the collection of permanent title data on each motor 
vehicle. 

The structure of these laws roughly adheres to a uniform pattern. However, it 
is convenient to classify the statutes upon the basis of the comprehensiveness with 
which the legislatures have undertaken to vest the certificate of title with conclusive- 
ness of all ownership interests. In nine states,’* the laws reflect a rather cursory effort 
to include lien or security interests within the group of ownership interests which 
may be registered upon the title certificate. For the purposes of this discussion these 
jurisdictions are separately classified as states with “incomplete” certificate of title 
laws. The other 26 states,’® either by specific inclusion or through the comprehensive 
character of the legislation, in most cases have manifested a calculated intent to 
require that lien interests be perfected through the title certificate machinery. These 
will be referred to as states with “comprehensive” certificate of title laws. 

States with “incomplete” certificate of title laws. The statutes of Illinois, 
Indiana, Maryland, North Carolina, North Dakota, Oklahoma, South Dakota, West 
Virginia, and Wisconsin’® are modeled after the now obsolete Uniform Motor 
Vehicle Anti-Theft Act, which had as its purpose the prevention of theft by regu- 
lating transfers of this kind of property.'* “Owners,” who are defined to exclude 
lienholders out of possession,'® are required to obtain a certificate of title and assign 
the certificate upon transfer to other “owners” who in turn must return the cer- 
tificate to a central motor vehicle department. A record is thus maintained upon each 
motor vehicle under the engine serial number and usually the name of the owner,’ 
and this record, in turn, is noted upon the new certificate of title. In all of these 
states, failure to assign the certificate is penalized by criminal sanctions, but none of 
the laws expressly impose civil sanctions by invalidating transfers which do not 
comply.”° Since each successive owner is required to obtain a new certificate of title, 
the instrument does not circulate as a “negotiable” document, except as to dealers 
who are permitted to re-assign the certificate acquired upon the purchase of used 
automobiles.** In none of these states are dealers required to obtain a certificate of 
title for new vehicles, but in Illinois, Indiana, Maryland, and North Carolina they 

** See App. 2. *® See App. 3. *® See App. 2. 

*7 Cf. Unirorm Moror Venicte Anti-THErT Act §6(b), 11 U. L. A. 147 (1942). This act was 
declared obsolete by the Commissioners in 1943. Id. 10 (Supp. 1949). 

Iii. ANN. Stat. c. 95%, §74(c) (1950); Inv. Stat. ANN. §47-2402(0) (Burns Supp. 1949); Mb. 
Ann. Cove Gen. Laws art. 6642, §2 (31) (Supp. 1947); N. C. Gen. Srat. ANN. §20-38(t) (Supp. 
1949); N. D. Rev. Star. §39.0101(22) (1943); OKLA. Stat. ANN. tit. 47, §23.1 (Supp. 1949); $. D. Laws 
c. 184, p. 222 (1941); W. Va. Cope ANN. §1424 (1949) (“owner” defined to include person holding 
“title”); Wis. Srat. §85.10(16) (1947). 

See App. 2, col. 7. *°See App. 2, col. 1. 


21 Tn; : . ; , 
Indiana is the only state which (apparently) does not permit the dealer to re-assign the certificate 
of title without obtaining a new one. See App. 2, col. 5. 
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must obtain a manufacturer’s certificate of origin which must pass upon transfers.”* 
The exceptions in favor of the dealer no doubt represent a legislative effort to facili- 
tate trade in new and used motor vehicles.** Most states provide specially for 
transfers effected by legal sales, repossession, or other involuntary proceedings.** 

All of the legislation in these states permits liens existing at the time of transfer 
to be shown upon the certificate of title when issued by the state motor vehicle agency. 
But the statutes literally do not provide a method for perfecting liens thereon in 
absence of a transfer from one “owner” to another.** None of the laws specify that 
the lien instrument must be filed or recorded, define the rights of purchasers and 
creditors, indicate the time the lien is to take effect, reconcile the effect of such laws 
on local recording statutes, or provide that notation of the lien upon the document 
shall constitute constructive notice. However, a legislative intent that the certificate 
of title should constitute a source of lien information is indicated in Illinois, Indiana, 
North Carolina, and North Dakota where the lienholder is permitted to hold pos- 
session of the certificate of title,“* and is compelled to effectuate a release upon the 
instrument.** In Wisconsin, the certificate must be retained by the person in posses- 
sion of the vehicle.** 

States with “comprehensive” certificate of title laws. A legislative scheme to 
establish the entire record of property transactions concerning motor vehicles is indi- 
cated, though in various degrees of conclusiveness, by the title certificate laws in 26 
states, including Arizona, Arkansas, California, Colorado, Delaware, District of 
Columbia, Florida, Idaho, Kansas, Louisiana, Michigan, Missouri, Montana, Ne- 
braska, Nevada, New Jersey, New Mexico, Ohio, Oregon, Pennsylvania, Tennessee, 


Texas, Utah, Virginia, Washington, and Wyoming.”* Like the statutes of the other 


certificate of title states, these statutes require “owners’*° 


title as a condition precedent to registration or operation upon the highways, and to 
assign it upon transfer to other “owners” who must apply for and receive a certificate 
of title. Some of the statutes invalidate transfers which do not comply by imposing 


to obtain a certificate of 


22 See App. 2, col. 5. 

28Tt will be observed that in those states which do not require the dealer in new motor vehicles 
either to have a manufacturer's certificate or obtain a certificate of ttle, the certificate cannot constitute a 
valuable source of constructive notice to third persons. 

**See App. 2, col. 9. *© See App. 2, col. 2. 2°See App. 2, col. 4. 

*7 See App. 2, col. 6. (Maryland also is included in this group.) 

*® See App. 2, col. 4. *°See App. 3. 

*°In most states “owner” is defined to mean a mortgagor or conditional buyer with a right of 
possession, Ariz. Cope ANN. §66-401 (Supp. 1949); Ark. Dic. Star. §75-111(b) (Supp. 1949); Car. Ve- 
HicLe Cope §§66-68 (1948); CoLo, Strat. ANN. c. 16, §76(q) (1935); Dev. Rev. Cove §5539(q) (1935); 
D. C. Cope §40-101(c) (1940); Fra. Star. ANN. §317.01 (14) (1949); IDAHO Cope ANN. §49-401(e) 
(Supp. 1949); Kan. Gen. Strat. Ann. §8-126(n) (Supp. 1947); La. Rev. Srar. §47:451(26) (1950); 
Mich. Acts 1949, c. 300, §257.37; Mo. Laws 1945, p. 1196, §8367; Mont. Rev. Copr ANN. §53-133(f) 
(1947); Nev. Comp. Laws §4435(q) (Supp. 1941); N. M. Srar. Ann. §68-101(e) (1941); Ore. Comp. 
Laws §§115-101 (25-26) (Supp. 1943); Pa. Star. Ann. tit. 75, §2 (Supp. 1949); Tenn. Cope ANN. 
§5538.10 (Williams Supp. 1949); Tex. Stat., Pena Cope art. 1436-1, §4 (1948); Utah Laws 1935, ¢. 
46, §57-3a-1(u); Va. Cope Ann. §46-1(15) (1950); WasH. Rev. Stat. ANN. §§6312-1(e), (z) (Supp. 
1943); Wyo. Comp. Stat. ANN. §§60-101(10), 60-201(e) (1945); cf. Nes. Rev. Strat. §60-501(8) (Supp. 
1949) (“‘safety responsibility” law); N. J. Srar. ANN. §39:10-2 (Supp. 1950) (“‘buyer,” “purchaser,” and 
“contract” defined to accomplish same result). Ohio has no definition provision directly applicable. 
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civil sanctions. Unfortunately, these laws do not describe the effect of non-com- 
pliance with respect to the rights of third persons, but instead either declare the 
transfer “void,” or in other language prohibit the courts from giving effect to the 
transaction. In all, twelve states have such provisions, including California, Colo- 
rado, Florida, Idaho, Kansas, Missouri, Montana, Nebraska, Ohio, Pennsylvania, 
Texas, and Utah.** Most of the remaining jurisdictions merely impose penal 
sanctions upon the parties where the certificate of title is not properly assigned and 
entered upon the records of the vehicle department.** Upon transfer of used motor 
vehicles, most of the laws permit dealers to re-assign the certificate of title without 
applying for and obtaining a certificate in the dealer’s name.** Usefulness of the 
certificate of title in financing dealers upon the security of new motor vehicles is 
doubtful in a majority of the states where manufacturers are not required to furnish 
a manufacturer's certificate, or the dealer is not otherwise required to obtain or 
furnish a certificate of title to purchasers of new automobiles.** Only in Arizona, 
Nebraska, New Jersey, Ohio, and Texas are dealers required to acquire, and transfer, 
a certificate from the manufacturer. As in the case of the other title laws, most 
statutes purport to govern procedure for involuntary transfers.*° 

Most of the states with comprehensive legislation have adopted elaborate pro- 
visions for noting liens upon the certificate of title and the records of the central 
department charged with administration of the law.*® With the exception of New 
Jersey, a means is clearly provided for perfecting liens upon the certificate either at 
the time of transfer or thereafter as a separate transaction.** The lien instrument 
must be either filed or recorded in all these jurisdictions other than California, 
Florida, Kansas, Michigan, New Jersey, Oregon, Pennsylvania, Tennessee, Texas, 
Virginia, and Washington, where the information is stated upon the appropriate 
application.** In some states, including Colorado,*® Nebraska,*” Ohio," and Wy- 
oming,** the procedure is that liens are noted upon the certificate by local agents 
and transmitted by them to the central department. In Missouri liens must be 
recorded locally, and, except upon transfer, there is no special provision for centralized 


recording of such liens.** 


*2 See App. 3, col. 1. ®2 See App. 3, col. 1. 

*® New Jersey and Ohio require the dealer to acquire a new title. The District of Columbia has no 
express provision applying to dealers. See App. 3, col. 9. 

**Upon the sale of new vehicles most states require the dealer to give a bill of sale or join in an 
application for the certificate with the transferee. Many states require the dealer to notify the department 
of transfers, and in a few states the department must be notified of acquisitions. In the District of Colum- 
bia and Nevada, the law is not clear as to whether a dealer is required to obtain a certificate of title for 
new vehicles. See App. 3, col. 9. In Nevada a certificate of title is required as a condition to registra- 
tion. Nev. Comp. Laws §4435.09 (Supp. 1949). Registration is not required by dealers upon stock in 
trade. Id. §4435.15 (Supp. 1941). Consequently, it appears that the dealer need not acquire a certificate 
of title to new vehicles. In the District of Columbia a certificate is required by regulations. Fogle v. 
General Credit, Inc., 122 F.2d 45, n. 6 (D.C. Cir. 1941). 

*5 See App. 3, col. 14. 5 See App. 3. 

®7See App. 3, col. 2. ®® See App. 3, col. 3. 

*° Coro. Stat. ANN. c. 16, §13 (19-21) (Supp. 1949). 

“Nes. Rev. Stat. §60-110 (1943). *t On1o Cope ANN. §6290-9 (Supp. 1949). 

*? Wyo. Comp. Stat. ANN. §§60-206, 60-208(f) (Supp. 1949). 

** Mo. Laws 1941, p. 328, $3488. 
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That the certificate of title laws were intended to supersede local filing provisions 
is clearly expressed in all the states, other than Kansas, Michigan, New Jersey, New 
Mexico, Oregon, Pennsylvania, Washington, and Wyoming, where specific language 
to that effect was not found.** Louisiana and Missouri are the only jurisdictions, 
however, which affirmatively require recording in accordance with other statutes.*® 
Language of the laws usually purports to include all “liens and encumbrances,” 
although mortgages and conditional sales are customarily named.** Trust receipts 
are specifically encompassed by the acts of Florida, Nebraska, New Jersey, Ohio, 
Tennessee, and Texas but excluded by the California and Missouri statutes.*? 
Compliance with the certificate of title legislation is not required of persons claim- 
ing by pledge or possessory lien in Arizona, Arkansas, Colorado, District of Co- 
lumbia, Pennsylvania, Tennessee, and Utah,** and liens upon accessories are gov- 
erned by the statutes in Michigan and Montana.*® 

Lack of uniformity distinguishes these laws with respect to constructive notice 
against third persons. Most of the enactments with specific provisions upon the 
subject fix the effective date of liens at the time of application, filing, or when the 
lien is noted upon the certificate by the proper officer.°° None of the statutes ex- 
pressly state that possession of the certificate, alone and without formal compliance, 
is sufficient to constitute constructive notice.’ However, the importance of the 
document itself in manifesting the rights of lien claimants is recognized by provisions 
which give the lienholder a right to retain possession of the certificate,” and upon 
discharge require its return to the lien-debtor.” The title certificate laws present an 
unwholesome illustration of poor legislative draftsmanship in defining the specific 


rights of third persons where the lien is not properly perfected. Six states, Kansas, 
Michigan, New Jersey, Oregon, Washington, and Wyoming, altogether fail to men- 
tion the rights of third parties. Predominantly, the statutes protect “creditors, sub- 
sequent purchasers and lienholders,” where the lien is not properly registered through 
the certificate of title. A summary of the general confusion, at best, deserves foot- 
note space.”> However, this general deficiency should furnish no serious obstacle in 


“* See App. 3, col. 6. *® See App. 3, col. 6. “* See App. 3, col. 7. 

*" See App. 3, col. 7. The Virginia Traders’ Act is expressly superseded by the certificate of title law. 
Va. Cope ANN. §46-71 (1950). In those states where the dealer is not required to obtain a certificate 
of title or manufacturer's certificate for a new vehicle, it is doubtful that floor plan financing can be 
accomplished through this instrument. E.g., Ark. Dic. Stat. §§75-160(a), 75-132(1) (Supp. 1949) 
(lien provisions apply only to vehicles required to be registered); Kan. Gen. Stat. ANN. §8-135(2) (Supp. 
1947) (where certificate assigned to dealer, it is “deemed dormant” until re-transfer by him); Va. Cove 
ANN. §46-106 (1950) (certificate of title not required of dealer upon new vehicles). In Louisiana, floor 
plan loans upon new vehicles are perfected by filing with Collector of Revenue, and without obtaining a 
certificate of title. La. Acts 1950, No. 342, §13(b). 

“8 See App. 3, col. 7. *° See App. 3, col. 7. 5° See App. 3, col. 4. 

51 But cf. D. C. Cope §40-703 (1940). ®8 See App. 3, col. 8. 

®8See App. 3, col. 10. Eleven of the twenty-six states authorize assignments of the lienholder’s 
interest to be registered upon the certificate of title. See App. 3, col. 11. 

**See App. 3, col. 5. 

5® Creditors: Most of the statutes provide generally that registration upon the certificate of title is 
constructive notice to “creditors.” Arizona, California, Montana, Nevada, Pennsylvania, Tennessee, Texas, 
and Virginia. Others apply to creditors with or without process. Delaware, Florida, Nebraska, and 
Ohio. Two statutes apply to creditors without notice. Colorado and Idaho. Others are limited to lien 
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statutory construction, because the general filing or recording laws stand in part 
materia ® 
II 
REcIsTRATION STaTuTES AS IMpaRTING ConstrucTivE Notice oF Liens 


As pointed out, most of the registration statutes do not provide the necessary 
mechanics for showing of liens through the registration certificate." None provide 
that either the registration records®* or the registration certificate shall constitute 
constructive notice of liens against creditors, subsequent purchasers, or lienholders. 
In many of the states, transferees are not required to obtain an endorsement of the 
certificate. Consequently, where the interests of lienholders appear upon the regis- 
tration receipt, purchasers, lienholders, and creditors should comply with and 
receive the protection accorded by the general recording or filing laws,” except 
to the extent that notice of the lienholder’s interest shown upon the certificate is 
affirmatively called to the attention of third parties.°° The precise effect of 
the statutes in Georgia and South Carolina, which anticipate that liens may be 
shown upon the registration receipt," must remain inconclusive until the matter 
is settled by case law. It is extremely questionable, however, that these statutes, in- 
complete as they are, were intended to supersede the general recording statutes. 
Upon estoppel principles, however, it is reasonable to suppose that liens registered 
upon the certificate in these states without local filing, may be effective against third 
persons who actually see the lien upon the certificate before purchasing or extending 
credit upon the lien-debtor’s apparent ownership. 


creditors. Arkansas and New Mexico. And still another to lien creditors without notice. Utah. 

Purchasers: The bulk of the statutes are directed against “subsequent purchasers or lienholders.” 
Arizona, California, Florida, Montana, Nebraska, Nevada, Ohio, Pennsylvania, Tennessee, Texas, and 
Virginia. Two statutes apply to such persons without notice. Idaho and Utah. And others include 
purchasers for “value.” Colorado and New Mexico. In Arkansas the statute protects purchasers “with 
or without notice.” “Good faith” lienholders are protected by the New Mexico statute. 

*®In Louisiana and Missouri the effect upon third persons of failure to comply with the title law is 
determined by the general recording statutes. La. Acts 1950, No. 342, §13; Mo. Laws 1941, p. 328, §3488. 

®? See App. 1. 

"®In some states the statutes specifically require the registration records to show the name of the 
owner and serial number of the vehicle. Iowa Cope §321.31 (1950) (numerical and motor number file); 
Me. Rev. Srar. c. 19, §13 (1944) (under serial number and name of owner); MINN. Strat. §168.33(3) 
(1949) (registered under name of owner, make, and serial number); N. Y. Ventcce & TraFFic Law 
§11(2) (1941) (registered under name of owner and engine number). However, registration records 
are usually maintained upon a yearly basis only, and therefore provide a poor substitute for imparting 
constructive notice of the whole chain of title transfers. E.g., Ky. Rev. Srar. §186.240(2) (1948) 
(“numerical record” of registration numbers, only). 

** Kurtz v. Adrian, 46 S. D. 125, 191 N. W. 188 (1922) (mortgagee-seller who failed to record 
mortgage but kept registration in his own name defeated by subsequent bona fide purchaser from 
mortgagor); cf. Clanton v. Thigpen, 226 S. W.2d 850 (Tex. Civ. App. 1950); Union Bank & Trust Co. 
v. Willey, 237 Iowa 1250, 24 N. W.2d 796 (1946); Cerex Co. v. Peterson, 203 Iowa 355, 212 N. W. 
890 (1927) (bill of sale given by M to E and recorded—held valid against creditors although no transfer 
of registration). 

*° Cf. Nelson v. Fisch, 39 N. W.2d 594 (lowa 1949) (where certificate of title obtained in Nebraska 
was attached to bad check, and Iowa buyer purchased with notice that seller did not have title certificate); 
see Rice Street Motors v. Smith, 167 Pa. Super. 159. 74 A.2d §35, 537 (1950) (court held that Minnesota 
registration certificate was indicium of ownership, and said that New York receipt was not). 

*1 See App. 1, col. 4. 
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To lenders and purchasers of motor vehicles the principal value of the registra- 
tion receipt will be found in its limited usefulness for checking title.** In those 
states where the registration receipt must be assigned upon the transfer of “owner- 
ship”®* third persons may be justified in relying upon the appearance of “ownership” 
created where both possession and a clear registration certificate are in the hands of 
one other than the real owner.** Here the elements of estoppel combine to give the 
registration certificate an appearance of reliability, except, of course, as to security 
interests® which are excluded from the statutes requiring transfer of registration, 
and which are governed by the notice provisions of the recording acts. On the other 
hand, registration in the name of one other than the transferor may be sufficient to 
require further title investigation by a transferee who must qualify as a good faith 


purchaser.®® 
The uncertainty of the extent to which estoppel will shield third persons in such 
cases is illustrated by two recent decisions arising out of the fraudulent conduct of a 


®? Cf. Kirk v. Madsen, 36 N. W.2d 757 (Iowa 1949). sin App. 1, col. 3. 

®* Possession plus the certificate of registration alone has been held sufficient to create an estoppel. 
Bailey v. Hoover, 233 Ky. 681, 26 S. W.2d 522 (1930); see Moore v. Wilson, 230 Ky. 49, 18 S. W.2d 873, 
874-5 (1929). Possession plus the certificate of title in a dealer may create an estoppel. Cf. Armstrong 
v. Boomansour, 223 App. Div. 511, 228 N. Y. Supp. 722 (4th Dep't 1928), aff'd mem., 252 N. Y. 590, 
170 N. E. 155 (1929); Ross v. Leuci, 194 Misc. 345, 85 N. Y. S.2d 497 (N. Y. City Ct. 1949). A good 
faith purchaser from a seller in possession and with registration in his name has been protected against 
the claims of the buyer. Davis v. Grossman, 201 Minn. 156, 275 N. W. 858 (1937); Armstrong v. 
Boomansour, supra; cf. Moore v. Wilson, supra. A purchaser from one who has obtained title by fraud 
will find reliance upon the certificate of registration to be persuasive evidence of good faith. Cf. White 
v. Pike, 36 N. W.2d 761 (Iowa 1949) (Iowa buyer taking assigned Nebraska certificate of title from 
one who had obtained vehicle by bad check prevailed over owner); Blount v. Bainbridge, 79 Ga. App. 99, 
53 S. E.2d 122 (1949). The courts have shown disinclination to protect the purchaser upon the strength 
of a forged registration. Cadwallader v. Clifton R. Shaw, Inc., 127 Me. 172, 142 Atl. 580 (1928) (bailee 
obtained registration in his name without authority from bailor); Royle v. Worcester Buick Co., 243 Mass. 
143, 137 N. E. 531 (1922) (agent authorized to receive offers forged principal's name on registration 
certificate); cf. American Surety Co. of N. Y. v. Boden, 243 Ky. 805, 50 S. W.2d 10 (1932) (owner gave 
agent possession with signed, blank bill of sale to be notarized when agent sold vehicle, but agent caused 
signature to be notarized—held that purchaser from agent could recover damages from notary). In 
Moberg v. Commercial Credit Corp., 42 N. W.2d 54 (Minn. 1950), the court refused to estop the owner 
against a bank which loaned upon the strength of a certificate assigned in blank to a dealer, partly upon 
the ground that this method of assignment was not authorized by the registration statute requiring both 
parties to join in a transfer. Creditors cannot claim an estoppel upon the ground that one in possession 
holds a certificate of registration unless credit is furnished upon the strength of the apparent ownership. 
Bolton-Swanby Co. v. Owens, 201 Minn. 162, 275 N. W. 855 (1937): Bosen v. Larrabee, 91 N. H. 492, 
23 A.2d 331 (1941) (sheriff had notice of owner’s claim before creditor obtained lien); cf. Cerex Co. 
v. Peterson, 203 Iowa 355, 212 N. W. 890 (1927). 

°* This point is made beautifully by the case of Associates Discount Corporation v. Davis Motor Sales, 
275 App. Div. 745, 87 N. Y. S. 2d 757 (4th Dep't 1949). There a dealer sold an automobile to H, 
who signed a conditional sale contract. A bill of sale, however, was given by the dealer to W, who in 
turn sold to a dealer upon a clear registration certificate. The assigneee of the dealer’s contract prevailed 
over W’s purchaser on the ground that the conditional sale records constituted the exclusive source of lien 
information. Quaere: Are the registration records to be construed with the chattel mortgage records to 
determine the chain of “ownership”? Cf. Personal Finance Co. of Hammond v. Flecknoe, 216 Ind. 330, 
340, 24 N. E.2d 694, 698 (1940) (court indicated that registration certificate provided necessary informa- 
tion for discovering name and address of owner, which in turn would lead to proper lien records). 

*° Cf. Personal Finance Co. v. Flecknoe, 216 Ind. 330, 340, 24 N. E.2d 694, 698 (1940); Nelson v. 
Fisch, 39 N. W.2d 594 (Iowa 1949). But cf. Blount v. Bainbridge, 79 Ga. App. 99, 53 S. E.2d 122 
(1949) (registration disregarded in finding estoppel against one who sold automobile in exchange for bad 


check). 
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Minnesota used car dealer doing business near the Minnesota-North Dakota border. 
In each of these controversies an owner turned over his automobile to the dealer with 
the certificate of registration signed in blank, but upon the understanding that the 
dealer would be paid a commission if the vehicle were sold. The dealer, however, 
took the registration certificates to his bank and received a loan upon the security 
of the vehicles. In Commercial Credit Corporation v. Dassenko,™ the North Dakota 
Supreme Court allowed the bank to prevail over the owner, chiefly upon the ground 
that reliance was justifiably founded upon the certificate of registration. The Min- 
nesota case of Moberg v. Commercial Credit Corporation®™ held to the contrary, 
recognizing with reluctance the possibility of an estoppel, but refusing to find one on 
the ground that the evidence showed that the bank did not see the registration 
certificate until after the loan had been made. Since reliance constitutes an essential 
element of estoppel, the decisions can be reconciled. However, the Moberg decision 
clearly establishes the fact that the registration laws do not impart constructive notice 
of title interests. 

Under the Uniform Commercial Code. Clearly, the Commercial Code will not 
modify the present statutes in the fourteen states with registration laws. In recog- 
nizing that security interests in motor vehicles may be perfected through a title instru- 
ment, the Code in terms is restricted to those states with “certificates of title” and 
allowing “all liens” to be registered under such laws.® The registration statutes meet 
neither of these requirements. Only by a stretch of the imagination would the 
statutes of Georgia and South Carolina come within its language. In common ac- 
ceptation the “registration” laws of these states do not provide for a separate title 
instrument usually required in the “title certificate” states. Nor do these statutes 
furnish the necessary machinery for noting “all liens” upon the certificate, in view 
of the fact that the statutes provide only for the registration of liens existing at the 
time ownership is transferred. 

Changes effectuated by the Code with respect to the operation of existing registra- 
tion laws will, if at all, be indirect. By imposing “an obligation of good faith” in 
the performance of contracts encompassed by the law, it is reasonable to suppose that 
the Code will expand the general principles of estoppel in relation to the registration 
certificate."? Comment of the Editors recognizes that the acquisition of a “certificate 
of title,” in those states with laws which “aim” at establishing an exclusive means of 
title evidence, becomes a part of what is statutorily required to satisfy “the course 
of trade” in so far as good faith dealing is imposed upon those dealing professionally 
with such commodity."* Whether this provision will be applied to the registration 


** 43 N. W.2d 299 (N. D. 1950). ** 42 N. W.2d 54 (Minn. 1950). 

*°U. C. C. §9-402 (Sept. 1950). 

7°“Every contract within this Act imposes an obligation of good faith in its performance.” U. C. C. 
§1-203 (Spring 1950). 

™ The Code retains existing principles of estoppel. U. C. C. §1-103 (Spring 1950). 

72 “As far as third parties are involved, the acquisition of a proper ‘certificate of title’ becomes a part 
of what is statutorily required to satisfy the ‘course of trade’ within the meaning of the section on good 
faith purchase of goods.” U. C. C. §1-203, comments 1, 2 (Spring 1950). 
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certificate is not made clear, but presumably the purpose of this section is to require 
of dealers compliance with regulatory statutes which serve a beneficial commercial 


purpose to the public. The statutes in Georgia, lowa, Kentucky, and Minnesota tend 
to make the registration receipt a valuable source of title evidence to transferees of 
“ownership” interests, who must obtain or sign the registration certificate."* There- 
fore, the way is left open for the courts to impose civil sanctions upon dealers who 
fail to comply under the “good faith” provisions of the Code. This may mean that 
dealers must take affirmative measures to determine non-security ownership interests 
reflected upon the registration certificate."* This may mean, too, that in Georgia®® 
lien-sellers must perfect lien interests upon the registration certificate to the extent 
that failure of the instrument to show such liens will create an estoppel in favor of 
third persons who rely upon an unencumbered receipt. 


Il 


Errect oF TirLe CEertiFIcATE Laws oN GENERAL STATUTES 
PRovIDING FOR RECORDATION OF LIENS 


The general problem. A common misunderstanding of the title certificate laws 
has been the general belief that the effect of such legislation is to make the certificate 
the sole muniment of ownership."®© This the statutes have not done” either by 
express provision or by judicial decision, although it may not be unreasonable to 
suggest that the case law is pointing in that direction.** However, the importance 
of the title certificate as a conduit of title has been recognized in a number of de- 
cisions where the document has figured prominently in matters of estoppel. Estoppel 
may occur in many different ways, but speaking generally, an estoppel arises where 
the owner entrusts possession to another under circumstances creating an appearance 
of ownership. Third persons who justifiably rely upon this combination of events 
may be protected where the person in possession has exceeded the boundaries of his 
particular ownership interest. 

The estoppel situation customarily makes its appearance in business transactions 
(1) where the owner (in those obscure cases which the law, for one reason or 


78 See App. 1, cols. 2, 3. 

** Cf. Kirk v. Madsen, 36 N. W.2d 757 (Iowa 1949) (purchase of out-of-state automobile by used 
car dealer without certificate of title showed lack of good faith); Eline v. Commercial Credit Corp., 
307 Ky. 77, 209 S. W.2d 846 (1948) (dealer-buyer required to examine county registration records 
showing out-of-state certificate of utle with encumbrance); Rhode Island Hospital Trust Co, v. Devonshire 
Financial Service Corp., 53 R. 1. 443, 167 Atl. 134 (1933) (bank loaning upon stock in trade denied 
right to estoppel where no ttle investigation). Quaere: Whether professional lenders (who are not 
required to demand the registration receipt) would be required to inspect the instrument under the Code? 
But cf. Moberg v. Commercial Credit Corp., 42 N. W.2d 54 (Minn. 1950). 

7° This conclusion is drawn from the provisions of the Georgia statute requiring delivery of a certificate 
of registration upon transfer, and authorizing liens at time of transfer to be registered. While liens may be 
registered in South Carolina, the statute does not require endorsement of the registration receipt upon 
wansfer. 

7¢ Cf. Comment, 4 Comparison of Land and Motor Vehicle Registration, 48 Yave L. J. 1238 (1939). 

"7 E.g., Bank of America Nat. T. & Sav. Ass'n v. National Funding Corp., 45 Cal. App.2d 320, 114 
P.2d 49, 54-55 (1941). 

7® Cf. Rigney v. Swingley, 112 Mont. 104, 113 P.2d 344 (1941) (mortgage outside chain of title 
invalid against subsequent purchaser). 
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another, has failed to characterize as a “sale,” “conditional sale,” or “lien” within 
the meaning of recording laws) entrusts possession of goods to one engaged in the 
business of selling or dealing in that type of commodity;’® (2) where the seller 
retains possession after title passes;*° (3) where title and possession are obtained as 
the result of fraud;*? and, (4) where one obtains title under a resulting or express 
trust.*? In each of these transactions a bona fide purchaser from the intermediate 
party in possession is usually protected.** However, in the first transaction the 
decisions have shown a tendency to protect only the buyer in ordinary course of 
trade unless other factors are present to indicate a broader power.** In all of these 


* E.g., W. P. Fuller & Co. vy. Adams, 97 Wash. 254, 166 Pac. 623 (1917). It is perhaps inaccurate 
to conclude that the mere entrusting of possession to one who deals in, or sells goods of that type will 
give rise to an estoppel. 1 Wituisron, Sates §314 (2d ed. 1924). But cf. U. C. C. §2-403 (Spring 
1950). Possession coupled with a bill of sale has been held sufficient to create an estoppel. Bailey v. 
Hoover, 233 Ky. 681, 26 S. W.2d 522 (1930). But cf. Essex County Acceptance Corp. v. Pierce-Arrow 
Sales Co., 288 Mass. 270, 192 N. E. 604 (1934) (distributor entrusting automobile and invoice marked 
“cash on delivery” not estopped against subsequent lienholder upon ground that invoice not marked 
“paid’’). 

*° “Where a person having sold goods continues in possession . . . the delivery or transfer by that 
person . . . to any person receiving and paying value for the same in good faith and without notice of 
the previous sale, shall have the same effect as if the person making the delivery or transfer wera 
expressly authorized by the owner of the goods to make the same.” Untrorm Saces Act §25. No 
similar provision is to be found in the Code, except that a buyer in the course of ordinary business is 
protected against one who acquiesces in the possession of goods held by a dealer. U. C. C. §2-403(2) 
(Spring 1950). Motor vehicle cases dealing with the problem of Section 25 of the Uniform Sales Act: 
Armstrong v. Boomansour, 223 App. Div. 511, 228 N. Y. Supp. 722 (4th Dep't 1922), aff'd mem., 252 
N. Y. 590, 170 N. E. 155 (1929); Sax Motor Co. v. Mann, 71 N. D. 221, 299 N. W. 691 (1941); ef. 
Kruse v. Carey, 259 Mich. 157, 242 N. W. 873 (1932) (involving rights of creditors). 

*? As a matter of business experience estoppel of this sort is most commonly invoked where an owner 
is duped into selling property upon a bad check. See Blount v. Bainbridge, 79 Ga. App. 99, 53 S. E.2d 
122 (1949) (“fly-by-night dealer” gave bad check); White v. Pike, 36 N. W.2d 761 (Iowa 1949) 
(professional forger passed printed check taken in burglary). In the title certificate states, the seller can 
guard against bad checks by attaching the endorsed title certificate to the check. Kirk v. Madsen, 36 
N. W.2d 757 (Iowa 1949); Nelson v. Fisch, 39 N. W.2d 594 (Iowa 1949). The Commercial Code 
repudiates the rule in some states which treats the bad check sale as a “cash sale,’ thus protecting good 
faith purchasers in all cases where possession has passed. Compare U. C. C. §2-401(1) (Spring 1950) 
with Young v. Harris-Cortner Co., 152 Tenn. 15, 268 S. W. 125 (1924). 

In some states the owner who has been dispossessed of his property under circumstances amounting 
to common law larceny may reclaim possession from a bona fide purchaser. L. W. Sweet & Co. v. 
Provident Loan Soc'y of N. Y., 279 N. Y. 540, 18 N. E.2d 847 (1939); Deferred Payment Plan, Inc. 
v. Bennett, 263 App. Div. 694, 35 N. Y. S.2d 159 (3d Dep’t 1942) (owner induced to part with auto- 
mobile and assign registration in blank as the result of larceny by trick). The Commercial Code re- 
pudiates this technical rule where goods are entrusted to a person who deals in goods of that kind. 
U. C. C. §2-403(3) (Spring, 1950). 

** Express trusts: 4 Bocert, Trusts aNp Trustees §881 (1948). Resulting trusts: 2 id. §466 (1935). 
For cases involving automobiles, see Lynn v. Herman, 72 Cal. App.2d 614, 165 P.2d 54 (1946) (com- 
munity property); Willard H. George, Ltd. v. Barnegt, 65 Cal. App.2d 828, 150 P.2d 591 (1944); Mary- 
land Casualty Co. v. Hollman, roo Cal. App. 669, 280 Pac. 1034 (1929); National Fire Ins. Co. v. 
Collingsworth, 288 Ky. 398, 156 S. W.2d 157 (1941); Davis v. Grossman, 201 Minn. 156, 275 N. W. 
858 (1937); Rigney v. Swingley, 112 Mont. 104, 113 P.2d 344 (1941); Associates Discount Corp. v. 
Davis Motor Sales, 275 App. Div. 745, 87 N. Y. S.2d 757 (4th Dep't 1949); Majors v. Majors, 349 Pa. 
334, 37 A.2zd 528 (1944). 

*8 See notes 80-82 supra. 

8* E.g., Tropical State Bank v. Sunshine Motor Co., 137 Fla. 703, 188 So. 595 (1939) (consignment 
of automobiles on common-law trust receipt to dealer did not empower him to mortgage property); 
Jacob E. Decker & Sons v. Milwaukee Cold Storage Co., 173 Wis. 87, 180 N. W. 256 (1920) (commission 
agent selling meat had no power to encumber property in his possession); Harrison v. Auto Securities Co., 
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cases the rights of creditors against the party in possession vary greatly within the 
jurisdictions and from state to state.*° Unless the state has a factors’ act, none of 
these situations clearly fall within the filing or recording statutes.** And seldom, if 
ever, does the unwitting owner, who finds himself faced with estoppel, think in 
terms of recording or filing. 

The motor vehicle certificate of title laws have cut deeply into some of these 
general principles, and have added some others. Unlike recording and filing acts 


70 Utah 11, 257 Pac. 677 (1927) (buyer from dealer-agent in regular course of business prevailed over 


finance company holding a lien on vehicle repossessed by dealer). The principle by which a purchaser in 
ordinary course of trade prevails against an owner who has entrusted possession to a dealer cuts a wide 
swath in the law. It is imposed against conditional sellers. Unirorm Conpirionat Saces Act §9. A 
chattel mortgagee holding a lien upon inventory will be defeated by a purchaser in regular course of 
business. E.g., Helms v. American Security Co., 216 Ind. 1, 22 N. E.2d 822 (1939). Likewise in the 
case of trust receipts. Unirorm Trust Receiprs Act §9. 

®° Dealer in possession. \n the absence of legislation, the consignor usually prevails over creditors of the 
consignee. 2 GARRARD GLENN, FRAUDULENT CONVEYANCES AND PREFERENCES §537 (Rev. ed. 1940). Aside 
from factoring, however, estoppel constitutes the basis of the law of fraudulent conveyances based upon 
“reputed owneaship.” 1 id. §343; W. P. Fuller & Co. v. Adams, 97 Wash. 254, 166 Pac. 623 (1917) 
(mother leaving son in possession of machinery used in manufacturing business estopped against claims 
of creditors); Frick Co. v. Walter Cox Co., 101 Ind. App. 402, 199 N. E. 462 (1936) (principal of 
factor with unlimited power of sale and no duty to account for proceeds estopped against creditors). 

Seller in possession. In most states creditors who advance credit in reliance upon the seller's apparent 
ownership, and who become lien creditors before the buyer takes possession, prevail over the latter. 1 
GLENN, FRAUDULENT CONVEYANCES AND PREFERENCES c. 19 (Rev. ed. 1940); cf. Kruse v. Carey, 259 
Mich. 157, 242 N. W. 873 (1932). Like the prior Uniform Sales Act, the Commercial Code leaves the 
rights of creditors of the seller to be determined by local law, except that retention of possession “in good 
faith and current course of trade by a merchant-seller for a commercially reasonable time” is not fraudu- 
lent. U. C. C. §2-402 (Spring 1950). 

Possession obtained by fraud. The owner is usually permitted to prevail against creditors of one who 
has obtained ttle and possession by fraud. FE.g., California Conserving Co. v. D’Avanzo, 62 F.2d 528 
(2d Cir. 1933); cf. Fedegal Building Co. v. Ford Motor Co., 101 Ind. App. 286, 199 N. E. 163 (1936) 
(manufacturer who delivered automobiles and invoices marked ‘‘paid’ upon a bad check of dealer not 
estopped against subsequent creditor claiming an “equitable” lien); U. C. C. §2-702 (Spring, 1950) 
(recognizing right of reclamation by seller where buyer has misrepresented solvency in writing within 
three months before delivery). 

Resulting or express trust. Creditors of the trustee, as a general rule, will prevail only where other 
elements of estoppel are present. 1 Bocert, Trust ano Trustees §146 (1935); 2 @d. §466; Willard H. 
George, Ltd. v. Barnett, 65 Cal. App.2d 828, 150 P.2d 591 (1944) (mother took title of daughter's 
vehicle in her name—creditors of mother who did not grant credit on strength of title defeated by claim 
of daughter); Bolton-Swanby Co. v. Owens, 201 Minn. 162, 275 N. W 855 (1937) (bailee’s creditors 
could not claim estoppel where automobile registered in bailee’s name, since claims arose before registra- 
tion); Bosen v. Larrabee, gt N. H. 492, 23 A.2d 331 (1941) (owner prevailed against creditor of bailee 
in whose name vehicle registered, on ground that creditor was notified of ownership before levy); Majors 
v. Majors, 349 Pa. 334, 37 A.2d 528 (1944). 

= Sandack v. Tamme, 182 F.2d 759 (1oth Cir. 1950). Twenty-one states have adopted factors’ acts 
which are variously limited in scope, and chiefly directed to the protection of the lien of the factor out of 
possession. Silverman, Factoring: Its Legal Aspects and Economic Justification, 13 Law & Conremp. Pros. 
592 (1948) (statutory provisions charted at pp. 602-603); Note, An Examination of the Minnesota Factor’s 
Lien Act, 34 Minn. L. Rev. 119 (1950). In Virginia, the Traders’ Act does not apply to liens perfected 
upon a certificate of ttle. Va. Cope Ann. §46-71 (1950): Universal Credit Co. v. Botetourt Motor Co., 
180 Va. 159, 21 S. E.2d 800 (1942). In Royle v. Worcester Buick Co., 243 Mass. 143, 137 N. E. 531 
(1922) the New York Factors’ Act was not applied to an agent in possession of his principal's motor 
vehicle with authority to solicit offers, on the ground that he was not authorized to make a sale. 

Several states (lowa, Kentucky, Maryland, and Washington) have statutes permitting recording of the 
buyer's contract where the seller is left in possession, 1 Wiitisron, Sates §§368, 370, 373, gor (2d ed. 
1924); Cerex v. Peterson, 203 Iowa 355, 212 N. W. 890 (1927): Fields-Watkins Co. v. Hensley, 117 Va. 
661, 86 S. E. 113 (1915). 
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which permit only liens to be shown upon the public records, these statutes anticipate 
a showing of the final link in the whole chain of transfers relating to each motor 
vehicle. Unfortunately, none of the title laws state in so many words that the 
ownership certificate constitutes constructive notice of title interests to third persons. 
Though some of the statutes do permit liens to be shown through this instrumentality 
and expressly state that such liens constitute constructive notice to third parties, 
most statutes merely make non-compliant transfers illegal, or in various ways ex- 
press that they are “void.”** In Florida, Idaho, Nebraska, and Ohio, the statutes 
literally provide that no interest shall be acquired by estoppel against a person having 
possession of the certificate of title.** 

In brief, the title certificate laws have had this general effect: (1) Purchasers 
who would otherwise qualify to receive the benefits of an estoppel are defeated when 
the owner retains the certificate of title.*’ In other words, acquisition of title in- 
terests by estoppel is forbidden because the statutes compel purchasers to obtain an 
assignment of the instrument and comply with the title certificate laws. Some 
difficulty arises here, however, because only transferees of “ownership” interests are 
literally compelled to comply with such laws. Creditors,®' and possibly lien- 
holders,®? do not come within the mandatory direction of the statutes. But since 
the title certificate and the title records provide a statutory, common, and reliable 
source of title information, there is no good reason why creditors and lienholders 
should not be compelled to consult the records in order to show good faith or 
reasonable reliance. (2) Purchasers who otherwise would not qualify to receive the 
benefits of an estoppel may do so when the person in possession of the property is 
given a clear certificate of title.** This means, for example, that a bailee in possession 

*7 See App. 2, col. 1; App. 3, col. 1. The language of the statutes in several states, however, is 
broader. E.g., ‘“‘No person acquiring a motor vehicle from the owner . .. shall acquire any right, title, 
claim, or interest in or to said motor vehicle until he shall have had issued to him a certificate of title... .” 
Oxnto Cope ANN. §6290-4 (1945); Fia. Star. ANN. §319.22(1) (1949); IDAHO Cope ANN. § 49-404 (1948); 
Nes. Rev. Srar. §60-110 (1943). 

58 See App. 3, col. 1. Cf. Tex. Stat., PenaL Cope art. 1436-1, §44 (1948). See note 87 supra. 

®° Estoppel denied purchaser in regular course of trade who did not get certificate of title: Wilson v. 
Mosko, 110 Colo. 127, 130 P.2d 927 (1942); Lux v. Lockridge, 65 Idaho 639, 150 P.2d 127 (1944); 
cf. Sax Motor Co. v. Mann, 71 N. D. 221, 299 N. W. 691 (1941); Nash Miami Motors, Inc. v. Bandel, 
160 Fla. 925, 37 So.2d 366 (1948). But cf. Mason v. Shelton, 292 Ill. App. 640, 11 N.E.2d 224 (1937). 
Purchaser from one holding possession of vehicle by fraud against owner denied benefit of estoppel 
because of failure to acquire certificate: Nelson v. Fisch, 39 N. W.2d 594 (Iowa 1949) (bad check); 
Kirk v. Madsen, 36 N. W.2d 757 (Iowa 1949) (bad check); Sims v. Sugg, 165 Kan. 489, 196 P.2d 191 
(1948) (bad check); Pearl v. Interstate Securities Co., 357 Mo. 160, 206 S. W.2d 975 (1947) (bad 
check); Wills v. Shepherd, 231 S. W.2d 843 (Mo. App. 1950) (bad check); Deahl v. Thomas, 224 S. 
W.2d 293 (Tex. Civ. App. 1949). 

*° See notes 18, 30 supra. 

*? In re Soss, 52 F. Supp. 123 (D. Del. 1943); Kruse v. Carey, 259 Mich. 157, 242 N. W. 873 (1932). 
But cf. Coca Cola Bottling Co. v. Feliciano, 32 Cal. App.2d 351, 89 P.2d 686 (1939). 

*? Most of the statutes do not in terms require lienholders to perfect the lien upon the certificate as 
against prior parties. See App. 3, col. 5. Cf. Peper v. American Exchange Nat. Bank, 357 Mo. 
652, 210 S. W.2d 41 (1948); Elder Chevrolet Co. v. Bailey County Motor Co., 151 S. W.2d 938 (Tex. Civ. 
App. 1941) (subsequent lienholder who did not perfect lien on title prevailed over prior lienholder who 
failed to do the same). 


** E.g., Commercial Finance Corp. v. Burke, 173 Ore. 341, 145 P.2d 473 (1944). Creditors, too, may 
claim an estoppel when a debtor is put in possession with a proper title certificate. Majors v. Majors, 
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has the power to transfer title to third persons when he holds both an unencumbered 


title certificate and possession of the vehicle, though he ordinarily does not have 


94 


such power.”* To this extent the statutory title instrument gives to him an appear- 


ance of ownership which may be relied upon by third parties. In these cases, most 
of the decisions hinge upon the presence or absence of the certificate of title, not 
because the instrument serves as constructive notice, but upon the ground of estoppel 
created by a statutory standard. Whether a purchaser from one with possession and 
the necessary certificate will be protected against the owner when he has not affirma- 
tively relied upon the certificate has never been clearly decided, but the tendency 
has been to deny estoppel unless the certificate is seen or properly assigned.*° (3) 
The title certificate is not the sole source of title,"* although both possession of the 
vehicle and possession of a properly endorsed certificate of title combine to create an 
estoppel."* Consequently third persons can rely neither upon possession of the 
vehicle alone, nor upon possession of a certificate of title alone, as a basis for claim- 
ing estoppel against one who relinquishes possession of one or the other. This 
follows from the statutory scheme of the legislation, which is to make the ttle 
certificate a necessary accessory to every motor vehicle. In this respect the title cer- 
tificate serves the purpose of a limited document of title which, like a filed or re- 
corded instrument, gives notice of non-possessory title interests only. 

Under the Uniform Commercial Code. Without going into detail, it is sufficient 
to point out that the sales provisions of the Commercial Code promise to introduce 
some new problems into the field of estoppel. The old concept of passage of “title” 
has been broadened.”* Consignment sales may now qualify as “security interests” 


349 Pa. 334, 37A.2d 528 (1944) (W paid for auto, title to which was taken in H's name—held this 
rebutted presumption of resulting trust); cf. Washington Lumber & M. Co. v. McGuire, 213 Cal. 13, 
1 P.2d 437 (1931). But cf. Wargin v. Wargin, 29 Cal.2d 843, 180 P.2d 349 (1947) (bill of sale 
transferred to mortgagee as owner). However, if the creditor does not advance credit in reliance upon 
both possession and the certificate, the owner out of possession will prevail. Willard H. George, Ltd. v. 
Barnett, 65 Cal. App.2d 828, 150 P.2d 591 (1944); cf. Bosen v. Larrabee, 91 N. H. 492, 23 As2d 231 
(1931) (under registration statute). When grounds for estoppel would otherwise be present, the fact 
that the purchaser acquires a clear certificate of title may play a decisive role in determining the 
rights of the parties. Kelsoe v. Krouskay, 70 Ariz. 152, 217 P.2d 915 (1949) (bad check); Shockley v. 
Hill, gt Colo. 451, 15 P.2d 623 (1932) (bad check); Dresher v. Roy Wilmeth Co., 118 Ind. App. 542, 82 
N. E.2d 260 (1948) (bad check). However, if possession of the cegtificate of title is obtained from the 
owner by theft, estoppel will not operate in favor of a third party. Adkisson v. Waitman, 213 P.2d 465 
(Okla. 1949) (wife appropriated utle assigned in blank); cf. Swartz v. White, 80 Utah 150, 13 P.2d 
643 (1932) (purchaser from agent in possession of the vehicle and title assigned in blank did not prevail 
over owner, on ground that certificate was not in agent's name). 

** E.g., Rice v. Galkowski, 333 Ill. App. 652, 77 N. E.2d 889 (1948). 

*® Cf. Willard H. George, Ltd. v. Barnett, 65 Cal. App.2d 828, 150 P.2zd 591 (1944); Sims v. 
Sugg, 165 Kan. 489, 196 P.2d 191 (1948) (owner defrauded by purchaser who gave bad check prevailed 
against third person, although fraudulent purchaser held certificate of title which had not cleared through 
motor vehicle agency). 

°° E.g., Henry v. General Forming, Ltd., 33 Cal.2d 223, 200 P.ad 785 (1948) (Bi put name on list 
for new vehicles and sold his purchase rights to B2—held that creditors of Br could not reach vehicle 
where possession in B2, though title in B1). But cf. Coca Cola Bottling Co. v. Feliciano, 32 Cal. App.2d 
351, 89 P.2d 686 (1939). In general see cases cited at note 214 infra. 

®°7 See note 93 supra. 

** Principal changes relevant to the discussion here are that (a) reservation by the seller of the title in 
goods delivered or otherwise identified to a contract is limited in effect to “security”; (b) good faith 
purchasers from a buyer under a “cash sale” are protected, U. C. C. §2-g01(1) (Spring 1950); (c) upon 


insolvency, the seller may refuse delivery, except for cash. Id. §2-702. 
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within Article 9 of the Code.*® “Buyers in the ordinary course of business” from 
one to whom goods have been “entrusted” by “delivery and any acquiescence in re- 
tention of possession” are the chief group protected by specific provision for estoppel 
in sales transactions.” But the Code in its general provisions retains the “principles 
of law and equity, including . . . estoppel,”'”’ and imposes “an obligation of good 
faith” upon the parties to every contract within its scope."”’ Probably the two 
most significant changes relevant to the title certificate problem arise out of the 
protection afforded “buyers in the ordinary course of business,” and the “good faith” 
requirement. 
Editorial comment to the “good faith” section states :'° 

As far as third parties are involved, the acquisition of a proper “certificate of tide” becomes 
a part of what is statutorily required to satisfy the “course of trade” within the meaning 
of the section on good faith purchase of goods. 


In literal effect this means that dealers and, perhaps, lending institutions must com- 
ply with the title certificate requirements for protection against both subsequent 
and previous parties. Therefore, in so far as “professionals” are concerned, the title 
certificate serves as a form of constructive notice of all outstanding interests, since 
the “professional” in sales, and probably in security transactions, must deal through 
the title instrument. The policy of this intent seems sound, except for the obscure 
way in which it appears. However, it is likely that some of the title certificate laws 
are not encompassed within the Article on Secured Transactions, which adopts the 
title certificate machinery as a means for imparting constructive notice of liens.’°* 
These title certificate laws impose neither civil nor criminal sanctions on transferees 
other than those acquiring “ownership” interests which are defined to exclude lien 
interests.’°° Consequently, there may be some doubt whether bankers must examine 
the title certificate before making loans.’°* An intent on the part of the Codifiers 


to impose this, as a good faith requirement, upon professional lenders is not certain, 
because the reference in the Comments is to a statutory standard of good faith.” 
Existing authority provides no conclusive standard for predicting how the courts will 
resolve that doubt.’ 

“* “Transactions in the form of consignments or leases may be security transactions subject to this 
Article if the understanding of the parties or the effect of the arrangement shows that a security interest 
was intended.” U. C. C. §9-102, comment 1 (Spring 1950). However, consignment transactions upon 
“sale or return” are expressly preserved, but the rights of the seller will be defeated as against the 
creditors of the buyer “. . . unless the seller complies with any applicable law requiring a consignor’s 
interest or the like to be evidenced by a sign or establishes that the buyer is known to be primarily engaged 
in selling the goods of others.” Id. §2-326. Buyers in the ordinary course of business are protected. 
Id. §2-403. 

UC. C. §2-403 (Spring 1950). 71U.C. C. §1-103 (Spring 1950). 

2U. C. C. §1-203 (Spring 1950). ™U, C. C. §1-203, Comment 2 (Spring 1950). 

7#U. C. C. §9-402 (Sept. 1950). 7° See notes 18, 30 supra. 

8 See notes, 108 infra, g2 supra. "7 ULC. C. §1-203, comment 2 (Spring 1950). 

*°8 Compare Nash Miami Motors, Inc. v. Bandel, 47 So.2d 701 (Fla. 1950) (lending bank charged 
with notice of consignor’s interest shown by title certificate) with Moberg v. Commercial Credit Corp., 
42 N. W.2d 54 (Minn. 1950) (lending bank not charged with constructive notice of consignor’s interest 
shown by registration certificate). 
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Considerable difficulty stems from the categorica! protection given the “buyer in 
ordinary course of business” by the Code.’ The problem may be posed simply. 
Suppose O entrusts a motor vehicle to D, a dealer in motor vehicles, giving him 
authority to solicit offers. O sells to B from his lot, but B fails to get the necessary 


title papers which are in O's hands. Literally the Code protects the purchaser, B, 


unless, of course, the transaction is treated as a “security transaction,” which is doubt- 
ful."° This Code result is supported by Commercial Credit Co. v. McNelly,™ 


a Delaware decision grounded upon the statute in that state which imposed no civil 
sanctions upon purchasers who failed to comply. In Colorado, Wilson v. Mosko'™ 
reached the opposite conclusion."'* The policy of the Code is sound, especially in 
view of the deficiency in the title laws which give to dealers broad privileges under 


the statutes.!!4 


It is doubtful, however, that the Code provision extends to the casual 
customer who leaves a vehicle for repairs with a garageman who also sells used cars, 
a situation which arose in Winship v. Standard Finance Company.'* 

Certificate of title laws as imparting constructive notice of liens. Clarification of 
the role of the various title certificate laws imparting constructive notice of 
liens has been only partially achieved by the case law upon the subject. While many 
of the states have express provisions to the effect that local filing statutes are super- 
seded by title laws, nearly half of the jurisdictions have left the matter for judicial 
settlement which, because of constant legislative revision, is far from conclusive. 
The methods by which the lien must be perfected are expressed by technical pro- 
visions which require the lien to be entered both upon the certificate and the records 
of the proper administrative agency. Formal non-compliance has led to considerable 
inconsistency in the case law, especially in those cases where the lienholder retains 
possession of the instrument, or causes it to be registered in his name as owner. 
Uniformity has not been achieved in defining the rights of third persons. And 
finally, the decisions have followed a winding path through the literal maze of the 
statutory language in defining the security transactions encompassed by the laws, 
leaving much confusion, especially in the area of dealer financing. 

Effect of title certificate laws on general filing or recording statutes. As previously 
pointed out, most of the 26 states with comprehensive title certificate legislation ex- 
plicitly provide that constructive notice of liens must be achieved through the cer- 
tificate of title to the exclusion of general filing or recording statutes.""® The case 

°U. C. C. §2-403 (Spring 1950). 

™°U. C. C. §1-201(36) (Spring 1950). 

116 Harr. 88, 171 Atl. 446 (Del. Super. Ct. 1934). 

12 110 Colo. 127, 130 P.2d 927 (1942). 

18 For other cases, sce note 89 supra. 

™* Cf. Nicewarner v. Alston, 228 S. W.2d 872 (Tex. Civ. App. 1950) (sale between dealers not 
governed by statute which did not apply to “first sale’). In general, see App. 2, col. 5; App. 3, col 9. 

M5 40 Ariz. 382, 12 P.2d 282 (1932) (subsequent lienholder who received forged title certificate 
defeated). 

718 See App. 3, col. 6. The states are Arizona, Arkansas, California, Colorado, Delaware, District of 


Columbia, Florida, Idaho, Louisiana, Missouri, Montana, Nebraska, Nevada, Ohio, Tennessee, Texas, 
Utah, and Virginia. 
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law in these states would appear to have clearly verified this conclusion." How- 
ever, the statutes of Kansas, Michigan, New Jersey, New Mexico, Oregon, Pennsyl- 
vania, Washington, and Wyoming do not verbally purport to repeal the local 
recording laws,'!* and most of this group also fail to define the rights of third parties 
whether or not the liens are properly noted upon the certificate of title."® But 
despite this omission, the general comprehensive nature of these laws indicates that 
they must have been adopted to accomplish a useful purpose. Since machinery for 
recording liens with a central motor vehicle department and noting liens upon the 
title instrument is clearly provided, one must strain to suppose that the legislatures 
intended to provide two separate places for public notice of liens. Consequently, the 
tendency of the courts in these states has been to hold that liens must be shown upon 
the title certificate for protection against third parties, and that the local records are 
closed to motor vehicle liens.’*’ A contrary construction was rejected in a very re- 
cent Kansas decision, General Acceptance Corporation v. Davis,'*' where the claims 
of a bona fide purchaser were recognized over a conditional seller who had filed his 
lien in the county records but not upon the certificate of title. The court said, 

. +. any person, member of the public generally, or a dealer in used cars, had the right to 
purchase from [the conditional buyer] upon satisfying himself that the certificate of title 
correctly identified the automobile being purchased, and to rely upon the certificate of title 
that there was no lien or encumbrance thereon. 


It will be noted, however, that the language of the court is an expression of 


“estoppel” rather than of “constructive notice.” For this reason, the precise effect 
of the legislation in most of these states remains in serious doubt. 

Decisions in the states with “incomplete” certificate of title laws, Illinois, Indiana, 
Maryland, North Carolina, North Dakota, South Dakota, West Virginia, and Wis- 
consin, !** have been inclined to hold that such statutes have had no effect on other 
recording requirements.'** Some support for this position can be found by reasoning 


7 Eg., In re Wiegand, 27 F. Supp. 725 (S. D. Cal. 1939); Consumers Credit Co. v. Manifold, 65 
Idaho 238, 142 P.2d. 150 (1943); Rigney v. Swingley, 112 Mont. 104, 113 P.2d 344 (1941); State v. 
Taggart, 133 Ohio 382, 14 N. E.2d 10 (1938); Christian v. Boyd, 222 S. W.2d 157 (Tex. Civ. App. 
1949). 

8 See App. 3, col. 6. 

° The particular rights of third parties are not described in Kansas, Michigan, New Jersey, Oregon, 
Washington, and Wyoming. See App. 3, col. 5. 

72° Van Syckle v. Keats, 125 N. J. L. 319, 15 A.2d 321 (Sup. Ct. 1940) (conditional seller who per- 
fected lien through certificate of title protected without local recording); In re Berlin, 147 F.2d 491 
(3d Cir. 1945) (lien perfected on certificate of title valid against trustee in bankruptcy); cf. Daas v. 
Contract Purchase Corp., 318 Mich. 348, 28 N. W.2d 226 (1947) (purchaser in course of trade who 
received clear certificate of title prevailed over recorded mortgage); Larison-Frees Chevrolet Co. v. Payne, 
163 Ore. 276, 96 P.2d 1067 (1939) (owner could not pass marketable title where certificate outstanding) ; 
First National Bank v. Sheldon, 161 Pa. Super. 265, 54 A.2d 61 (1947); Automobile Banking Corp. 
v. Weicht, 160 Pa. Super. 422, 51 A.2d 409 (1947). 

22169 Kan. 220, 218 P.2d 181, 183-184 (1950). 

122 See App. 2. 

728 Nelson v. Viergiver, 230 Mich. 38, 203 N. W. 164 (1925) (mortgage shown on title, but not 
recorded); General Credit Corp. v. Lee James, Inc., 8 Wash.2d 185, 111 P.2d 762 (1941) (mortgagee who 
failed to obtain possession of certificate prevailed over prior mortgagee holding certificate of title); cf. 
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that if the legislature intended to provide a new system for imparting constructive 
notice of liens it would have said so, and also if the statutes were intended to provide 


constructive notice to third persons, the legislature would have particularly defined 


the rights of creditors, subsequent purchasers, and lienholders. Thus a pioneer 
North Carolina decision’** denied priority to a conditional seller whose lien was 
duly perfected upon the certificate of title, but not upon the records. There the 
court reasoned that since penal sanctions were imposed upon the purchaser who 
failed to get the title, the legislature must have intended to work no change in the 
civil rights of the parties. On the other hand, some authority will be found which 
has given effect to the certificate of title as a means of constructive notice under 
such laws. In Washington'*® and Indiana,'** decisions have protected purchasers 
obtaining a clear certificate of title against the claims of prior lienholders whose 
liens were preserved by filing or other principles of law. Usually these decisions are 
grounded upon estoppel, where possession coupled with a certificate of ownership 
in the lien-debtor create an appearance of ownership. It would seem that if estoppel 
is to be applied in these cases, there is no reason why it should not also govern to de- 
feat the rights of third persons who fail to examine the status of the instrument where 
the lien is properly noted on the certificate.’** This finds general support in the 
practice of the public and the automobile industry in their reliance upon the cer- 
tificate as a means for determining both ownership and lien interests.’** Legal 


L. B. Motors, Inc. v. Prichard, 303 Ill. App. 313, 25 N.E.2d 129 (1940) (buyer in regular course of 
trade prevailed over lienholder who retained certificate); Community State Bank v. Crissinger, 89 N. E.2d 
78 (Ind. App. 1949) (mortgage recorded, but not shown upon certificate); Owen v. Miller, 190 Okla. 
205, 122 P.2zd 140 (1942) (purchaser in regular course of trade who did not obtain certificate prevailed 
over mortgagee who had recorded in local records and kept possession of certificate); see Meyer Herson 
Auto Sales Co. v. Faunkhauser, 65 F.2d 655, 656 (D. C. App. 1933); Im re Rosen, 23 F.2d 687 (D. Md. 
1928) (‘. .. it 1s conceded by counsel for the petitioner and it is the opinion of this court that such 


registration does not take the place of the recording of liens... ."’). 

#2¢ Carolina Discount Corp. v. Landis Motor Co., 190 N. C. 157, 129 S. E. 414 (1925). 

"25 Merchants Rating & Adjusting Co. v. Skaug, 4 Wash.2d 46, 102 P.2d 227 (1940) (purchaser who 
obtained a clear title prevailed over mortgagee who had recorded locally). 

*26 Superior Finance Co. v. American Security Co., 107 Ind. App. 461, 25 N. E.2d 256 (1940); cf. 
Guaranty Discount Corp. v. Bowers, 94 Ind. App. 373, 158 N. E. 231 (1932) (buyer in regular course 
of trade who got clear certificate of title prevailed over conditional seller). In Nichols v. Bogda Motors, 
118 Ind. App. 156, 77 N. E.2d g05 (1948), a subsequent Indiana purchaser prevailed over a Michigan 
mortgagee who had filed in Michigan, but had not had his lien noted upon the title. The court refused to 
give effect to the Michigan mortgage upon the ground that it was against the “established policy” of the 
state of Indiana, although the mortgage would have been valid in Michigan. The same judge, however, 
may have reversed the “policy” in the Community State Bank v. Crissinger, 89 N. E.2d 78 (Ind. App. 1949). 

127 Cf. International Harvester Co. v. Holley, 106 Ind. App. 329, 18 N. E.2d 484 (1939) (conditional 
seller who retained title prevailed over creditors of buyer); Eline v. Commercial Credit Corp., 307 Ky. 
77, 209 S. W.2d 846 (1948) (Kentucky buyer charged with notice of Indiana conditional seller who had 
noted lien upon certificate); Universal C. I. T. Credit Corp. v. Walters, 230 N. C. 443, 53 S. E.2d §20 
(1949) (Illinois conditional seller noted lien on certificate, and prevailed over North Carolina creditors); 
Chandler v. Conabeer, 198 N. C. 757, 153 S. E. 313 (1930) (mortgagee who did not file locally but 
retained certificate of title prevailed over subsequent purchaser who was informed that mortgagor did not 
have title); Schiefer v. Schnaufer, 71 Ohio App. 431, 50 N. E.2d 365 (1943) (Indiana mechanic's lien 
not perfected on certificate defeated by Ohio purchaser under special Ohio statute); People’s Finance & 
Thrift Co. v. Shirk, 74 P.2d 379 (Okla. 1937). 

728 See Commercial Credit Corp. v. Dassenko, 43 N. W.2d 299, 304 (N. D. 1950); Note, 25 Inv. 


L. J. 337, 338-339 (1950). 
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recognition of this practice would eliminate the expense and time involved in the 
search of local records, and give to purchasers and lenders a convenient source of 
title information. While the general effect of these title certificate laws as imparting 
constructive notice remains in doubt, the way is left clear in most of the states to 
give the legislation sensible interpretation. The title certificate machinery is com- 
plete enough to impart notice of liens, so that the courts would be justified in con- 
struing the legislation as accomplishing an implied repeal of the general filing laws 


with respect to the manner of imparting public notice. As to the rights of creditors, 


purchasers, and other lienholders, no reason appears why the general recording laws 


should not remain applicable. 

The problem of whether local recording statutes have been superseded by the 
title certificate legislation is further accentuated by the peculiar language found in 
the “incomplete” title states and in New Jersey. There, the procedure for noting 
liens upon the certificate apparently is confined to those liens incurred or in existence 
at the time of transfers of “ownership,” thus literally excluding the machinery for 
registering the isolated mortgage or lien.’** 
found where general filing provisions controlled the rights of third persons upon this 
narrow ground. Such a decision is found in the case of Community State Bank v. 
Crissinger'®® where the Indiana Appellate Court upheld a mortgage filed in the 
county chattel mortgage records against a bona fide purchaser who had received an 
unencumbered certificate of title. A similar interpretation has been consistently 
followed in New Jersey,’*? and in Pennsylvania’? under a similar statute since 
amended to include all types of security transactions.'** It may be doubted whether 
this, as one of several literal construction possibilities, conforms to the general pur- 
pose of such legislation. It would appear that this constitutes judicial abortion of a 
legislative effort to give birth to a new source of complete title information. Since 
a method is outlined for noting liens upon a genuine transfer of “ownership,” there 
is no mechanical reason why an inferior kind of transfer of security interests should 
34 to permit a 


As a result, several decisions will be 








be denied. Furthermore, there is ample authority in other fields of law 
nominal re-transfer or re-issue by the parties to the lien transaction. 


7° States with such provisions: Illinois, Indiana, Maryland, North Carolina, North Dakota, South 
Dakota, West Virginia, Wisconsin. See App. 2, col. 1. New Jersey. See App. 3, col. 2. 

78° 89 N. E.2d 78 (Ind. App. 1949): Note, 25 Inv. L. J. 337 (1950). 

783 Security National Bank v. Bell, 125 N. J. L. 640, 17 A.2d 552 (Err. & App. 1941); cf. Butting- 
hausen v. Rappeport, 131 N. J. Eq. 252, 24 A.2d 877 (Ch. 1942). Since these decisions, the New 
Jersey statute has been amended, and now applies to any “contract,” defined to mean a “conditional 
sale agreement, bailment, lease, chattel mortgage, trust receipt or any other form of security or possession 
agreement, wherein and whereby possession of a motor vehicle is delivered to the buyer. . . .”” (Italics 
supplied.) N. J. Srar. ANN. §39:10-2 (Supp. 1949). Quaere: Whether statute applies to lien incurred 
without a sale? 

#82 Taplinger v. Northwestern Nat. Bank, 101 F.2d 274 (3d Cir. 1939). 

88 Pa. Star. ANN. tit. 75, §33(b) (Supp. 1949); cf. In re Berlin, 147 F.2d 491 (3d Cir. 1945); First 
National Bank v. Sheldon, 161 Pa. Super. 265, 54 A.2d 61 (1947) (statute validates chattel mortgages 
previously not recognized by Pennsylvania law). 

*** Probably the best illustration is the use of the “straw-man” in real estate conveyance where 
transfers, otherwise not permitted, may be accomplished. E.g., cf. Holt v. Holt, 185 Tenn. 1, 202 
$.W.2d 650 (1947); Boehringer v. Schmidt, 2°4 N. Y. 355, 173 N. FE. 220 (1930). 
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Under the Uniform Commercial Code. By stipulating that motor vehicle liens 
shall be perfected through the title certificate where the statute provides for “regis- 
tration of all liens on certificates of title,”" the Code will leave a practical hazard 
to lenders in many states. Of the doubtful title certificate jurisdictions,’** it is 
reasonably safe to conclude that this section of the Code will apply to Kansas, Michi- 
gan, New Mexico, Oregon, Pennsylvania, Washington, and Wyoming, in so far as 
their statutes generally provide for registration of all liens upon the certificate of 
title.*7 However, case law in many of these states has not yet settled whether the 
statutes were intended to impart exclusive constructive notice of liens, and the Code 
does not reckon with this situation. Because it does not, it may be assumed that the 
omission was intentional. 

As to the place for perfecting liens upon motor vehicles, confusion is clearly in- 
vited in the states with “incomplete” certificate of title laws and New Jersey. The 
language of such statutes apparently provides that only liens existing at the time 
of transfer may be registered upon the certificate. Furthermore judicial construction 
of such statutes is inconclusive, with the exception of Indiana where an intermediate 
court has held that liens isolated from transfers cannot be entered upon the cer- 
tificate.'3* 

It is suggested that the solution to this problem would be relatively simple. Since 
adequate machinery for making the certificate the instrumentality for imparting 
notice of liens has been provided in every title certificate state, elimination of the 
word “all” would solve the problem. This, too, would extricate ambiguity from the 
statute in a place where it should not exist, in as much as every motor vehicle lender 
has a vital interest in knowing where the lien should be perfected. 

Requirement that lien be registered with motor vehicle agency. As against third 
parties, the effective date of the lien is variously fixed at the time of application or 
filing or when the lien is noted upon the certificate of title by the central motor 
vehicle department in 20 of the title certificate states.'*” Of these, Arizona, Arkansas, 
and Utah provide a ten day period of grace from the time of execution, and in New 
Mexico the lien becomes effective at the time the application is mailed.’ But since 
all of the states contemplate that the application must channel through the proper 


department, which in turn is required to note or show the lien upon the certificate,’ 


4881). C. C. $9-402 (Sept. 1950). 
#8 See notes 116, 118 supra. 

"87 However, to the extent that these statutes do not provide for inventory liens, there remains the 
possibility that the liens must be filed under the general filing provisions of the Code. Discussion upon 
this subject will be found in the subsequent pages. 

8° See notes 130-133 supra. 

8° Arizona, Arkansas, California, Colorado, Delaware, District of Columbia, Florida, Idaho, Louisiana, 
Missouri, Montana, Nebraska, Nevada, New Mexico, Ohio, Pennsylvania, Tennesssee, Texas, Utah, 
Virginia. See App. 3, col. 4. 

**°In California the lien of the conditional seller appar ntly attaches at the time of mailing. Cat. 
Venice Cope ANN. $186 (1948). 

*'In Nebraska and Ohio, liens upon inventory of new automobiles are perfected at the time 
possession of the manufacturer's certificate is delivered to the henholder. In Louisiana such liens are 
perfected from the time the lien instrument is filed, without noting upon a certificate. See App. 3, col. 4. 
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it may be fair to assume that the statutes fix the effective date of the lien at the time 
of notation upon the certificate and entry in the records of the proper agency. 

To the lienholder, and especially the professional lending agency, the requirement 
that the lien clear through the central department charged with administration of the 
certificate legislation constitutes somewhat of a nuisance for the reason that time and 
expense are consumed by the menial task of mailing or otherwise presenting the 
necessary papers for clearance and recordation.’** Consequently, a substantial num- 
ber of cases will be found where the lienholder, instead of complying with the 
formalities of the statute, has taken possession of the title instrument in the con- 
spicuous belief that lack of possession in the lien-debtor constitutes adequate con- 
structive notice to the world that his ownership is not absolute."** With the excep- 
tions of New Jersey and Wisconsin, where possession of the certificate or a duplicate 
must be retained by the owner in possession,’** legislation in none of the states makes 
this procedure illegal.’*° On the other hand, the statutes do not purport to validate 
this type of constructive notice, and as previously pointed out, many of the states 
affirmatively require technical compliance as a condition precedent to constructive 


notice against third persons. 

It is not uncommon for a seller who retains a security interest in the vehicle to 
keep title in his own name until the conditions of the lien have been performec 
While this procedure is somewhat similar to the situation where the lienholder keeps 
possession of the certificate, several characteristics of the transaction should be noted. 
In the first place, the records of the motor vehicle department affirmatively show that 


1146 


the lienholder has an interest in the motor vehicle, so that the public has a positive 
means for determining who, and what his interest is. Secondly, statutes in practically 


*42 “The present policy of some financing agencies is to file on only about 25 per cent of every 1000 
transactions. The filing fees on the remaining 75 per cent are then put in reserve against filing loss 
and subsequently result in a sizable source of income.” AMERICAN BANKERS Ass'N BANK MANUAL ON AUTO- 
MOBILE FINANCING 36 (1941). 

48 E.g., In re Soss, 52 F. Supp. 123 (D. Del. 1943); Associates Inv. Co. v. National City Bank, 
231 S.W.2d 661 (Tex. Civ. App. 1950); cf. Superior Finance Co. v. American Security Co., 107 Ind. 
App. 461, 25 N. E.2d 256 (1940) (rider attached to certificate of title showing liens, and delivered to 
debtor). 

™*N. J. Srat. ANN. §§39:10-6, 39:10-11 (Supp. 1949) (duplicate copy issued to owner in possession 
who must keep it with automobile); Wis. Acts 1949, c. 1949, §85.01(3a) (certificate must be in possession 
of owner). Where possession of the bill of sale was relinquished to a mortgagee, the New Jersey Court held 
the lien invalid against a subsequent purchaser. Buttinghausen v. Rappeport, 131 N. J. Eq. 252, 24 A.2d 
877 (Ch. 1942). 

**° Littell v. Brayton Motor & Accessory Co., 70 Colo. 286, 201 Pac. 34 (1921) (mortgage valid be- 
tween parties, and against subsequent lienholder with notice); Chandler v. Conabeer, 198 N. C. 757, 153 
S. E. 313 (1930); cf. In re Senetos, 29 F.2d 854 (D.C. Cal. 1928) (transfer of “‘title or interest” did not 
include mortgage). 

*° E.g., Coffey v. Williams, 69 Ariz. 126, 210 P.2d 959 (1949) (mortgagor endorsed certificate of 
title to mortgagee who caused it to be transferred on the records—held parol evidence admissible to show 
respective interests of parties); Washington Lumber & M. Co. v. McGuire, 213 Cal. 13, 1 P.2d 437 
(1931) (where lienholder registered certificate in his own name—prevailed over prior lienholder who 
allowed debtor to pass clear title); Anderson v. Commercial Credit Co., 110 Mont. 333, 101 P.2d 367 
(1940) (conditional buyer did not receive certificate of title—held seller’s assignee liable for penalty 
on failure to deliver title after payment); Yarwood v. DeLage, g1 N. E.2d 272 (Ohio App. 1949) (condi- 
tional seller's rights sustained against bona fide purchaser who obtained duplicate certificate). 
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all of the states prohibit this action either by penal sanction, or civil sanction 
invalidating the sale."*7 This follows from the statutory provisions requiring assign- 
ment of the certificate upon transfer of “ownership.” 

In these cases where the lienholder retains possession of the certificate, or title in 
his name, the failure to conform to the technical requirements of the statute must 
further be weighed against the equities of third persons who transact business with 
the lienholder. Subsequent lienholders are required to perfect their liens upon the 
certificate of title for protection against third parties, and so good faith seemingly 


would require them to get the certificate before making a loan.'** Subsequent pur- 


chasers or transferees under the statutes legally are required to obtain an assign- 
ment of the certificate, under the compulsion of either penal or civil sanctions.’* 
Creditors, who normally rely upon the information shown by the lien records, would 
be compelled to demand the title certificate, if the courts were to give effect to this 


type of unperfected lien.’°° 
While the case law upon the subject is inconclusive, the tendency of the decisions 
has been to protect the lienholder who acquires possession of the certificate or causes 


it to be registered in his name.’** This result can be justified upon the basis that 


**7 States making the transfer “void” or ineffective are: California, Colorado, Florida, Idaho, Kansas, 
Missouri, Montana, Nebraska, Ohio, Pennsylvania, Texas, Utah. States which do not expressly impose 
civil sanctions, but punish non-compliance by penal laws are: Arizona, Arkansas, Delaware, District of 
Columbia, Illinois, Indiana, Maryland, Michigan, Nevada, New Jersey, New Mexico, North Carolina, 
North Dakota, Oklahoma, Oregon, South Dakota, Tennessee, Virginia, West Virginia, Wisconsin, Wash- 
ington, Wyoming. See App. 2, col. 1; App. 3, col. 1. 

*** Cf. Lux v. Lockridge, 65 Idaho 639, 150 P.2d 127 (1944) (one who failed to get certificate 
not a bona fide purchaser). However, the statutes do not generally impose penal sanctions upon lien- 
holders who fail to comply with the statute. See note 92, supra; cf. Metropolitan Securities Co. v. Warren 
State Bank, 117 Ohio 69, 158 N. E. 81 (1927) (under former Ohio statute). 

14° See App. 2, col. 1; App. 3, col. 1. In some states a contract for the price cannot be enforced 
by a non-compliant seller. Sevier v. Roberts, 52 Cal. App.2d 403, 126 P.2d 380 (1942); American 
Automobile Ins. Co. v. Powers, 291 Mich. 306, 289 N. W. 170 (1939); Morgan v. Mulcahey, 298 S. W. 
242 (Mo. App. 1927). But cf. Wilson v. Mosko, 110 Colo. 127, 130 P.2d 927 (1942). Likewise, the 
purchaser has been denied relief. Vida v. Ruckle Bros. Inc., 53 A.2d 312 (N. J. 1947); 19 Miss. L. J. 241 
(1948). But cf. Willard H. George, Ltd. v. Barnett, 65 Cal. App.2d 828, 150 P.2d 591 (1944) (compliance 
by purchaser of new car not required until operation upon highway). However, the courts may rceognize 
equitable rights between the parties to a non-complaint sale. Ludwig v. Steger, 99 Cal. App. 234, 278 
Pac. 494 (1929) (seller could replevin vehicle and recover for loss of use); Elder Chevrolet Co. v. 
Bailey County Motor Co., 151 S. W.2d 938 (Tex. Civ. App. 1941). 

6° Cf. Christian v. Boyd, 222 S. W.2d 157 (Tex. Civ. App. 1949) (lienholder retaining possession 
of unregistered certificate defeated by subsequent mechanic's lienholder who extended credit). 

**2 Colonial Finance Co. v. Hunt, 290 Ky. 299, 160 S. W.2d 591 (1942) (finance company holding 
possession of manufacturer's certificate prevailed over subsequent purchaser in course of trade); Com- 
mercial Banking Corp. v. Active Loan Co., 135 Pa. Super. 124, 4 A.2d 616 (1939) (one retaining lien 
under bailment lease with possession of certificate prevailed over subsequent lienholder); Associates Inv. 
Co. v. National City Bank of Waco, 231 S. W.2d 661 (Tex. Civ. App. 1950) (chattel mortgagee who 
retained possession of certificate of title given priority over subsequent purchaser in regular course of 
trade); Clade v. National City Bank of Waco, 229 S. W.2d 815 (Tex. Civ. App. 1950); cf. Nelson v. 
Fisch, 39 N. W.2d 594 (Iowa 1949); Sims v. Sugg, 165 Kan. 489, 196 P.2d 191 (1948) (purchaser who 
failed to get certificate of title did not prevail over owner who parted with possession on a bad check); 
Maryland Credit Finance Corp. v. Franklin Credit Finance Corp., 164 Va. 579, 180 S. E. 408 (1935) 
(lien filed with motor vehicle agency but not noted on certificate—execution creditor preferred). In 
Elder Chevrolet Co. v. Bailey County Motor Company, 151 S. W.2d 938 (Tex. Civ. App. 1941), a sale 
was made by a dealer who retained a chattel mortgage and the certificate of tide. The court strained to 
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the certificate of title has become a type of commercial document of quasi-statutory 
origin, possession of which is necessary to establish full rights of ownership. Conse- 
quently, possession of the document is and should be sufficient to put buyers and 
lienholders upon further inquiry if they are to satisfy the requirements necessary to 
qualify as good faith purchasers.’ This view is recognized obliquely in Florida, 
Idaho, Nebraska, and Ohio, where the statutes invalidate transfers and deny estoppel 
against persons in possession of the certificate.’™* 

This result, however, may be subject to objection on the part of creditors, who 
ordinarily rely upon the information to be found in the public records. Where 
the lien does not clear through the proper motor vehicle agency, record of the lien 
under the lien-debtor’s name is lacking. Consequently, a substantial number of cases 
have tended to protect creditors where the lien was not properly perfected..** A good 
deal is to be said in support of the creditors, and the credit agencies, who take their 
information from the public records. By compelling the creditor to determine the 
debtor’s ownership of a motor vehicle by asking for the certificate of title, an em- 
barrassing and impractical method of credit information is substituted. But since 
credit information normally comes from many other reliable sources the price might 
not be too high to deny creditors this protection.’ In the long run, the business 


resolve the equities between the seller who had violated the statute, and a subsequent purchaser who was 
equally as guilty. The court finally held that since the original sale was void, the seller could keep the 
vehicle if the money paid by the purchaser was returned. The effect of this odd decision is considerably 
nullified by the two Texas decisions cited above. 

Failure of a seller to deliver the certificate of title constitutes a cloud upon the title, and may give 
grounds for equitable relief or rescission. Pacific Finance Corp. vy. Gherna, 36 Ariz. 509, 287 Pac. 304 
(1930) (conditional seller justified in refusing payment where certificate outstanding); Acquisto v. Bank 
of America Nat. T. & Sav. Ass'n, 213 P.2d 775 (Cal. 1950) (entruster forced to give up certificate of title 
when lien discharged); Buss v. McKee, 115 Colo. 159, 170 P.2d 268 (1946) (assignor of mortgage who 
failed to perfect lien upon certificate forced to pay damages to assignee); Larison-Frees Chevrolet Co. v. 
Payne, 163 Ore. 276, 96 P.2d 1067 (1939) (conditional purchaser permitted to rescind where certificate 
of title not delivered within 21 days after sale); Automobile Banking Corp. v. Weicht, 160 Pa. Super. 
422, 51 A.2zd 409 (1947) (entruster could compel trustee to give certificate of title showing entruster’s 
limited interest only). 

Many cases will be found where the lienholder has been defeated, but most of the cases concern 
the rights of buyers in the course of trade. E.g., Associates Discount Corp. v. Hardesty, 122 F.2d 18 
(D. C. Cir. 1941); Bank of America Nat. T. & Sav. Ass'n vy. National Funding Corp., 45 Cal. 
App.2d 320, 114 P.2zd 49 (1941); L. B. Motors, Inc. v. Prichard, 303 Ill. App. 313, 25 N. E.2zd 129 
(1940); Owen v. Miller, 190 Okla. 205, 122 P.2d 140 (1942). 

182 Cf. Jones v. Levis, 36 N. W.2d 757 (lowa 1949) (where purchaser upon investigation could 
have determined rights of one who sold on a bad check). 

183 See Alpp. 3, col. 1. 

*°* Wargin v. Wargin, 29 Cal.2zd 843, 180 P.2d 349 (1947) (transfer of title to mortgagee treated 
as a fraud on creditors since mortgagor remained in possession); In re Soss, 52 F. Supp. 123 (D. Del. 
1943) (trustee in bankruptcy preferred to mortgagee in possession of certificate and power of attorney); 
Security National Bank v. Bell, 125 N. J. L. 640, 17 A.2d 552 (Err. & App. 1941) (lien creditor defeated 
prior mortgagee holding title in its name); Im re McDonald Sales, Inc., 51 F. Supp. 73 (W. D. Pa. 
1943) (trustee in bankruptcy prevailed over finance company to whom titles assigned in blank); Christian 
v. Boyd, 222 S. W.2d 157 (Tex. Civ. App. 1949); cf. Meskiman yv. Adams, 83 Ind. App. 447, 149 N. E. 
93 (1925) (fraudulent conveyance). 

185 Cf Willard H. George, Lt’. v. Barnett, 65 Cal. App.2d 828, 150 P.ad 591 (1944) (daughter's 
automobile titled in mother’s name-—held: creditors of mother could not reach property unless actual 
reliance upon apparent ownership); Universal Credit Co. v. Botetourt Motor Co., 180 Va. 159, 21 S. 
E.2d 800 (1942) (delay in perfecting security interest on title did not defeat rights of lienholder who 
perfected before creditors obtained lien); In re Lowry, 40 F.2d 321 (4th Cir. 1930) (certificate of title 
gave wrong motor number, but valid against trustee in bankruptcy). 
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of financing automobiles would gain in so far as a cheap but reliable method of im- 
parting constructive notice would be available to the public and the lending industry. 

One obstacle to the use of the ttle certificate without proper registration arises 
from the fact that the legal machinery in all the states permits an owner to replace a 
certificate of title by applying for a duplicate. If the lienholder’s interest does not 
appear upon the records of the issuing motor vehicle department, it is relatively easy 


for the lien-debtor to obtain a duplicate, and pass the substitute instrument on to a 


56 


Here the provisions of the statutes are quite inadequate. Some of 


third party." 


the statutes provide that the duplicate must be so marked.'** Others provide in no 


* Under the former, purchasers 


159 


uncertain terms that the old certificate is “void.”!” 
may be put on notice that the title of one passing such a certificate is doubtful. 
Under the latter type of statute, purchasers may be justified in accepting the cer- 
tificate at face value. Statutes without either provision leave much to be desired. But 
as a general rule, the case law has tended to protect third persons who rely upon the 
status of a duplicate certificate, as against the claims of prior lienholders who fail to 
have their interest noted upon the certificate of title and upon the records." The 
soundness of this position is evidenced by the statutes which place this risk upon 
the lienholder who does not properly perfect his security interest. 

Under the Uniform Commercial Code. The Uniform Commercial Code in gen- 
eral language provides that a security interest is perfected “when registered” on the 


161° This adds neither 


certificate of title in those states with qualifying legislation. 
©8 See App. 2, col. 8; App. 3, col. 13. 
**7 These states are Florida, Idaho, New Mexico, Ohio, Texas, Utah, and Washington. 

°* These states are Arkansas, Indiana, Maryland, Michigan, and Tennessee. 

*©* Some states either require the vendor to put up indemnity, or permit purchasers to require such 


1 


indemnity. These states are California, Colorado, Florida, Nebraska, and Texas. 

®° Motor Investment Co. v. Knox City, 141 Tex. 530, 174 S. W.2d 482 (1943); General Credit 
Corp. v. Lee James, Inc., 8 Wash.2d 185, 111 P.2d 762 (1941); cf. Shockley v. Hill, 91 Colo. 451, 15 
P.2d 623 (1932) (title papers obtained by purchaser on bad check); Sax Motor Co. v. Mann, 71 N. D. 
221, 299 N. W. 691 (1941) (purchaser from seller in possession who obtained duplicate title defeated 
because of actual knowledge of buyer's interest). Where the records of the motor vehicle agency fail 
to show an outstanding interest a duplicate certificate will, and should, be issued. Cf. Rigney v. Swingley, 
112 Mont. 104, 113 P.2d 344 (1941). Where, however, a new certificate is obtained by forgery under 
circumstances negating apparent authority to deal with the certificate, the instrument is usually held 
invalid as an indicia of ownership. Ragner v. General Motors Acceptance Corp., 66 Ariz. 157, 185 P.2d 
525 (1947) (foreign mortgagor obtaining clear certificate of title could not pass good ttle to Arizona pur- 
chaser); Winship v. Standard Finance Co., 40 Ariz. 382, 12 P.2d 282 (1932) (automobile left for 
repairs with dealer who forged assignment of certificate upon which a loan advanced by bank—held: 
for owner); Yarwood v. DeLage, 91 N. E.2d 272 (Ohio App. 1949) (cuplicate obtained by conditional 
buyer ineffective to pass title to innocent party); Adkisson v. Waitman, 213 P.2d 465 (Okla. 1949) (wife 
forged name on blank certificate left by husband in dresser drawer—husband recovered automobile from 
purchaser). In Erie County United Bank v. Bogart, 75 Ohio App. 250, 61 N. E.2d 811 (1944), the 
court invalidated a mortgage in the hands of an assignee bank where the mortgage was given under a 
power of attorney executed by a fictitious purchaser. The assignor-dealer at the time of the sale was the 
owner of the vehicle, but the mortgage was voided upon the ground of forgery. Cf. W. P. Herbert Co. 
v. Powell, 90 Cal. App. 782, 266 Pac. 620 (1928) (transferor entrusted with possession of both vehicle 
and certificate assigned in blank—held: purchaser charged with notice of lack of authority to pass title 
because name inserted included initial which did not appear in owner's signature on blank assignment); 
Swartz v. White, 80 Utah 150, 13 P.2d 643 (1932) (no power to transfer certificate assigned to possessor in 
blank). 

201). C. C. §9-402 (Sept. 1950). 
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certainty nor uniformity to the various state provisions upon the subject. Presumably 
the intent was to leave the matter of time and manner for perfecting vehicle liens 
to the separate states without introducing changes to local procedures, the effect of 
which could not clearly be foreseen. Such an approach might also be defended upon 
the ground that by doing so the Code would have been forced to invade regulatory 
fields outside its general purpose. This, however, overlooks the uniform pattern of 
the legislation in all of the states, a pattern which lends itself to a suggested possi- 
bility of uniform legislation fixing the time and manner for perfecting liens upon 
the certificate of title. Rhetorically, the possibility is this: Should the Code give to 
the certificate of title the commercial recognition it has partially received by the 
courts, bankers, dealers, and the public, to the extent that presence or lack of posses- 
sion of the instrument itself constitutes constructive notice of the lien? The indica- 
tions are that it should. 

First, the title certificate laws were established chiefly for the purpose of pre- 
venting theft."®* The public records, therefore, are sufficient for this purpose if they 
require transfers of “ownership” interests to clear through the policing agency. Re- 
cordation of lien interests, on the other hand, principally serves the purpose of 
public notice, a purpose for which the records were not designed, and which has been 
accomplished through the title instrument. In fact, the statutes do not impose penal 
sanctions for failure to have liens noted upon the title certificate, a legislative recog- 
nition that the title certificate laws serve a dual function. With the further risk that 
outstanding title interests appear upon the records, penal sanctions seem sufficient to 
insure compliance in the lien-retention sale.'** Second, possession of the instrument 
carries with it a recognized source of title information. The public has become 
accustomed to regard the instrument with commercial respect because it has an 
official, statutory background, and because it avoids the otherwise necessary trek to 
the public records.’** Third, this effect has been partially accomplished through the 
“good faith” provisions of the Commercial Code which by editorial comment'™ 
impose upon dealers and possibly bankers an affirmative duty to acquire a certificate 
of title in so far as third persons are concerned.’** Fourth, the state legislatures have 
been forced, either by the dealer lobby or sound reasons to abandon the requirement 
that the title certificate be registered with the proper department where the instru- 
ment is acquired by dealers. As a consequence practically all of the statutes permit 
the dealer to re-assign the title certificate without acquiring a new one.'** This 

*°2Tn general see Lusk, Effect of Registration and Certificate of Title Acts on the Ownership of Motor 
Vehicles, 21 Inv. Bus. Srupies 1 (1941). 

*°8 Lien-sellers must comply with the transfer provisions under most statutes. E.g., Sevier v. Roberts, 
52 Cal. App.2d 403, 126 P.2d 380 (1942). 

*°* Cf. Commercial Credit Corp. v. Dassenko, 43 N. W.2d 299 (N. D. 1950). 

765 U. C. C. §1-203, comment 2 (Spring 1950). In general see discussion at notes 103-108 supra. 

*°8 The Secured Transactions part of the Code also provides that subsequent lienholders will prevail 
over prior security interests only when the second lien is perfected. U. C. C. §9-301(1)(b) (Sept. 
1950). Consequently a subsequent lienholder will defeat a prior secured lender in possession of the 


certificate, only when his lien is noted upon a duplicate certificate. 
187 See App. 2, col. 5; App. 3, col. 9. In the states providing for manufacturer's certificates, transfers 
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legislative policy no doubt is directed by the demands of the trade, and for the same 
reason the policy should be extended to retail security transactions which are a 
necessary adjunct to the business. Fifth, while creditors may have cause to com- 
plain on the ground that this would deny to them a public source of credit knowl- 
edge,’®* their inconvenience may not be a serious one in view of the overall con- 
venience provided to the credit industry. And finally, the danger of fraud on the 
part of lien-debtors who retain, under the statutes, power to apply for and receive 
a duplicate title certificate could be eliminated by recognizing this as one of the 
risks that the lienholder undertakes when the lien is not properly cleared through 
official channels.’ A practical solution would be to protect the lienholder so long 
as a duplicate certificate is not acquired by the lien-debtor or one claiming under him. 

Rights of third parties. The total lack of care with which the rights of third 
parties have been defined by lien provisions of the various title certificate statutes has 
been mentioned,'” and the scant case authority upon the subject has done little to 
clarify the overall picture.’"' It is sufficient to demonstrate the need for uniformity by 
two contrasting decisions from each side of the continent dealing with the rights of 
creditors. In Chelhar v. Acme Garage,'™ a California decision preferred an execution 
creditor over a mortgagee who had failed to disclose his lien upon the certificate of 
title but had repossessed the property before execution. The Virginia court in 
Universal Credit Co. v. Botetourt Motor Company‘™ reached a conclusion directly 
to the contrary upon the basis that delay in perfecting a lien under the Virginia 
statute affected only the rights of lien creditors. 

While the problem of defining the rights of third parties is, perhaps, a technical 
one, and a matter which for policy reasons might well vary from state to state, the 
lack and diversity of judicial interpretation in this field of law makes it one ripe for 
uniform legislation. Here the Code will serve a useful purpose in settling the rights 
of third parties without litigation, and this the Code does with care, and with certain- 
ty.""* Failure to file or perfect the lien is fatal only against creditors who become lien 
creditors without notice, but a purchase money security interest is valid against lien 


from manufacturers to dealers are not generally required to clear through the central agency. E.g., Craw- 
ford Finance Co. v. Derby, 63 Ohio App. 50, 25 N. E.2d 306, 308 (1939): “The manufacturer's certificate 
was the key to the whole situation. As long as plaintiff held it, it knew no one could acquire a title 
or lien ahead of its lien. . . .” 

19® See cases cited notes 154, 155 supra. 18° See note 160 supra. 

179 The statutory provisions are set out at note 55 supra. 

‘71 E.g., Consumers Credit Co. v. Manifold, 65 Idaho 238, 142 P.2d 150 (1943) (sheriff privileged to 
levy upon vehicle where unacknowledged lien filed with motor vehicle department); In re Soss, 52 
F. Supp. 123 (D. Del. 1943) (trustee in bankruptcy prevailed over lienholder in possession of title 
certificate with power of attorney where not perfected through central agency); In re Berlin, 147 F.2d 
491 (3d Cir. 1945) (perfected lien valid against creditors); In re McDonald Sales, Inc., 51 F. Supp. 73 (W. 
D. Pa. 1943) (trustee in bankruptcy recovered vehicles from financer who held titles but had not per- 
fected with department). 

7218 Cal. App.2d 775, 61 P.2d 1232 (1936). But cf. In re Wiegand, 27 F. Supp. 725 (S. D. 
Cal. 1939). 

178 180 Va. 159, 21 S. E.2d 800 (1942); 29 Va. L. Rev. 505 (1943); Janney v. Bell, 111 F.2d 103 
(4th Cir. 1940). 

4, C. C. §9-301 (Sept. 1950). 
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creditors for ten days without perfecting. Subsequent secured lenders who become 
such without knowledge and perfect their liens first, prevail over the unfiled lien. 
Buyers obtaining possession before notice cut off the rights of non-filing secured 
lenders, but the purchase money lienholder has ten days to file his lien against a 
buyer in bulk. 

As applied to the motor vehicle problem under the title certificate laws, the Code 
presents one minor problem of policy. It normally takes a period of time between 
the consummation of the loan and the clearing of the lien through the central motor 
vehicle agency.'** The agency is often geographically located to account for the 
delay. While the ten day period of grace given by the Code is sufficient against 
creditors and bulk purchasers, there may be need to protect the secured lender in this 
case against subsequent buyers for a like period of time.’** Since the lienholder 
can acquire possession of the certificate of title at the time of the loan, there is no 
reason why protection should not be extended against these parties, at least for the 
period of grace. This, of course, could be accomplished through the simple expedi- 
ent of recognizing possession of the title instrument as a form of notice, as previously 
suggested.'** 

Inventory financing. The use of the title certificate in dealer financing has led to 
a considerable amount of litigation, and a mass of judicial dogma which neither 
simplifies nor provides enlightenment of the problem. The difficulty appears to 
stem from several sources. Of these, probably the most important has been the gen- 
eral policy of the law to protect purchasers in the regular course of trade.’** This pol- 
icy is at odds with a system which permits a financer to perfect his lien upon an in- 
strument which buyers under the title laws are required to get. As a consequence, 
finance companies who find that a dealer has sold inventory and appropriated the 
proceeds are inclined to proceed against the buyer in the regular course of trade upon 
the theory that the lien (if it prohibited sale) is good against such purchasers if 
perfected upon the title certificate. The reasoning for this proceeds upon the theory 
that all purchasers are required to comply with the title certificate laws and therefore 
this includes buyers in the regular course of trade. Here the courts have strained on 
the one side to protect the buyer, and upon the other to rationalize the literal effect 
of the statutes which either impose civil sanctions or invalidate transfers contrary to 
the title certificate laws.’”® In the great bulk of cases the buyer in the regular course 


278 See, e.g., Colorado State Bank v. Riede, 92 Colo. 361, 20 P.2d 1010 (1933). 

17° Where the first lienholder acquires possession of the certificate, limited protection is given against 
subsequent lienholders by the Code, since subsequent lienholders must perfect their security interest first. 
This protection is restricted by the possibility that a subsequent lienholder could take the vehicle by way 
of pledge, or the remote possibility that the subsequent lienholder could acquire a duplicate certificate. 

277 See discussion at notes 162-169 supra. 

78 E.g., Fogle v. General Credit, Inc., 122 F.2d 45 (D. C. Cir. 1941). 

*7* E.g., California Standard Finance Corp. v. Riverside Finance Co., 111 Cal. App. 151, 295 Pac. 
555 (1931) (where lienholder retained certificate of title and dealer sold to buyers on conditional sale, 
held assignee of purchaser in course of trade prevailed—assignee of purchaser on “fake sale” did not); 
Peper v. American Exchange National Bank, 357 Mo. 652, 210 S. W.2d 41 (1948) (prior purchaser in 
regular course preferred over subsequent lienholder who got certificate of title). 
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of trade has won out, though often on a rather weak rationale.’*? In states where 


the courts are disinclined to impose civil sanctions for non-compliance with the title 


laws imposing penal sanctions, the purchaser in regular course of trade is usually 
protected. This position is illustrated by Associates Discount Corporation v. Hard- 


esty,'*' where the court protected the buyer against a finance company which had 
retained the certificate of origin upon a new vehicle in the possession of a dealer. 
The argument that the buyer could not be a good faith purchaser, since he did not 
obtain the necessary transfer papers, was discarded on the simple ground that the 
law imposed other sanctions only, and therefore the prior law extending protection to 
purchasers in regular course of trade remained unaltered. 

Serious interpretive difficulty is created by the statutes which purport to make all 
sales contrary to their provisions “void” or otherwise invalid.’*’ Literally, most of 
the statutes make no exemption in favor of purchasers in the regular course of 
trade.'** As a consequence the courts in these states have been inclined to uphold 
the inventory lienholder against all third parties.'** There is, however, a definite 
tendency to protect the buyer in regular course of trade where the lienholder is 
guilty of technical omissions in perfecting the lien upon the certificate and through 


the proper agency.’* 


*8° Fogle v. General Credit, Inc., 122 F.2d 45 (D. C. Cir. 1941); Bank of America Nat. T. & 
Sav. Ass’n v. National Funding Corp., 45 Cal. App.2d 320, 114 P.2d 49 (1941); California Standard 
Finance Corp. v. Riverside Finance Co., 111 Cal. App. 151, 295 Pac. 555 (1931) (decided before 
present California statute excluding trust receipts); Nash Miami Motors, Inc. v. Bandel, 160 Fla. 925, 37 
So.2d 366 (1948); L. B. Motors, Inc. v. Prichard, 303 Ill. App. 313, 25 N.E.2d 129 (1940); Rasmussen 
v. O. E. Lee & Co., 104 Mont. 278, 66 P.2d 119 (1937); Buttinghausen v. Rappeport, 131 N. J. Eq. 
252, 24 A.zd 877 (Ch. 1942); Finance Corp. of N. J. v. Jones, 97 N. J. L. 106, 116 Atl. 277 (Sup. Ct. 
1922), aff'd, 98 N. J. L. 165, 119 Atl. 171 (Err. & App. 1922); Automobile Finance Co. v. Munday, 137 
Ohio St. 504, 30 N. E.2d 1002 (1940); Erie County United Bank v. Bogart, 75 Ohio App. 250, 61 
N. E.2d 811 (1944); Owen v. Miller, 190 Okla. 205, 122 P.2d 140 (1942); Motor Investment Co. v. 
Knox City, 141 Tex. 530, 174 S. W.2d 482 (1943). The buyer in regular course of trade who receives a 
clear certificate of tile is always protected against inventory lienholders where the lien is not perfected 
through the title certificate. La Porte Discount Corp. vy. Bessinger, 91 Ind. App. 635, 171 N. E. 323 
(1930); Sorensen v. Pagenkopf, 151 Kan. 913, 101 P.2d 928 (1940); Daas v. Contract Purchase Corp., 
318 Mich. 348, 28 N. W.2d 226 (1947); Rasmussen v. O. E. Lee & Co., 104 Mont. 278, 66 P.2d 
119 (1937). 

82 122 F.2d 18 (D.C. Cir. 1941). 82 See App. 3, col. 1. 

**8 However, the statutes in Florida, Idaho, Nebraska, Ohio, and Texas literally protect lienholders 
in possession of the certificate against purchasers in the course of trade although a power of sale is 
given. Frorma Strat. ANN. §319.22(1) (1949); IpAHO Cope ANN. §$49-415 (1949); Nes. Rev. Srart. 
§60-110 (1943); Onto Cope ANN. §6290-4 (1945); Tex. Star., PeNat Cope art. 1436-1, §45 (1948). 

*** Colonial Finance Co. v. Hunt, 290 Ky. 299, 160 S. W.2d 591 (1942) (applying Ohio law); 
Crawford Finance Co. v. Derby, 63 Ohio App. 50, 25 N. E.2d 306 (1939); Associates Inv. Co. v. 
National City Bank of Waco, 231 S. W.2d 661 (Tex. Civ. App. 1950); Clade v. National City Bank of 
Waco, 229 S. W.2d 815 (Tex. Civ. App. 1950); cf. Lux v. Lockridge, 65 Idaho 639, 150 P.2d 127 (1944) 
(customer left vehicle with dealer to be subsequently traded in). 

*®° E.g., San Joaquin Valley Securities Co. v. Prather, 123 Cal. App. 378, 11 P.2d 45 (1932); 
Buttinghausen v. Rappeport, 131 N. J. Eq. 252, 24 A.2d 877 (Ch. 1942) (financer kept possession of 
certificate contrary to statute); Automobile Finance Co. v. Munday, 137 Ohio St. 504, 30 N.E.2d 1002 
(1940) (finance company obtained certificate showing lien in transferee who had never obtained proper 
assignment of certificate); Motor Investment Co. v. Knox City, 141 Tex. 530, 174 S. W.2d 482 (1943) 
(buyer in regular course protected without receiving proper certificate on ground that statute did not 
apply until automobile used on highway); Nicewarner v. Alston, 228 S. W.2d 872 (Tex. Civ. App. 1950) 
(bank loaned upon possession of manufacturer's title without having lien noted thereon held for pur- 


chaser in regular course of trade). 
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Judicial inclination to protect the purchaser in regular course of trade and to 
discourage dealer financing through the title certificate machinery often results from 
statutory provisions which grant special rights to dealers, and in some cases expressly 
negate floor plan liens. As a consequence, the certificate of title serves no useful 
purpose in expressing notice of liens upon inventory in California and Missouri, 
where legislation verbally excludes such types of liens.’*® The bulk of the states’®” 
have no provisions requiring dealers to obtain either a certificate of origin or an 
original title for new vehicles. This, of course, makes the title machinery inadequate 
for handling inventory liens upon new vehicles.’** At least, it makes for uncer- 
tainty because third persons have no practical way of knowing whether a dealer has 
acquired the certificate or not. Furthermore, transferees from dealers are not 
required by the sanction provisions of the laws to get a certificate from the dealer, 
but at most are required to obtain a bill of sale or other assignment which can simply 
be duplicated. With respect to used automobiles, dealers are generally required to 
obtain an assignment of the certificate from their immediate transferors, and while 
the certificate may be re-assigned without clearing through the motor vehicle de- 
partment, purchasers from them are compelled to get the re-assigned certificate. 
Therefore there may be some cause for permitting inventory liens upon such 
property to be shown through the title certificate.’** However, some of the statutes 
anticipate that the dealer may make the necessary application for the certificate of 


2*° See App. 3, col. 7. E.g., Universal Credit Co. v. M. C. Gale, Inc., 40 Cal. App.2d 796, 105 P.2d 
1003 (1940); Bank of America Nat. T. & Sav. Ass'n v. National Funding Corp., 45 Cal. App.2zd 320, 
114 P.2d 49 (1941). However, it has been held that failure on the part of a financer to get the title 
certificate may create an estoppel in favor of a subsequent trust receipt holder who takes a certificate of 
title from the dealer. People’s Finance & Thrift Co. v. Bowman, 58 Cal. App.2d 729, 137 P.2d 729 
(1943). Since the California act excludes only trust receipts, it is technically possible that other 
security transactions involving motor vehicle inventory may fall within the statute. Metropolitan Fin. 
Corp. v. Morf, 42 Cal. App.2d 756, 109 P.2d 969 (1941). In Missouri, chattel mortgages by dealers, 
and liens incurred upon sales by distributors are not required to be noted upon the certificate of title. 
Butler County Finance Co. v. Miller, 225 S. W.2d 135 (Mo. App. 1949) (mortgage retained by dealer 
valid against subsequent purchaser from buyer in regular course of trade who obtained a clear certificate); 
Interstate Securities Co. v. Barton, 236 Mo. App. 325, 153 S. W.2d 393 (1941). 

187 See App. 3, col. 9; App. 2, col. 5. 

788 First National Bank v. Emlenton Motor Co., 153 Pa. Super. 404, 34 A.2d 43 (1943) (under prior 
Pennsylvania statute). In most of these states the dealer is required to give his own bill of sale, with 
the consequent result that third persons are unable to know whether there is an outstanding bill of sale 
without consulting the lien records. The problem is well illustrated by Finance Corp. of N. J. v. Jones, 97 
N. J. L. 106, 116 Atl. 277 (Sup. Ct.), aff'd, 98 N. J. L. 165, 119 Atl. 171 (Err. & App. 1922). In this case 
the New Jersey statute required a dealer to give a bill of sale upon transfer. The dealer involved gave two 
bills of sale, one to a finance company, the other to a buyer in regular course. The buyer prevailed. Cf. 
Colorado State Bank v. Riede, 92 Colo. 361, 20 P.2d 1010 (1933) (title passed when dealer gave bill 
of sale, and subsequent lienholder defeated). 

3*° E.g., Metropolitan Fin. Corp. v. Morf, 42 Cal. App.2d 756, 109 P.2d 969 (1941) (wholesaler in 
used automobiles who sold to dealer but perfected lien upon title prevailed over subsequent lienholder); 
Buss v. McKee, 115 Colo. 159, 170 P.2d 268 (1946) (mortgagee who filed in county records suffered loss 
when dealer transferred good title to good faith buyer); Sorensen v. Pagenkopf, 151 Kan. 913, 101 P.2d 
928 (1940) (assignee of “fake” mortgage given by salesman to dealer defeated by subsequent purchaser 
who obtained clear title); Rasmussen v. O. E. Lee & Co., 104 Mont. 278, 66 P.2d 119 (1937) 
(assignee of “fake” conditional sale between dealer and salesman held inferior to purchaser in regular 
course who received unencumbered title); Commercial Banking Corp. v. Active Loan Co. of Phila- 
delphia, 135 Pa. Super. 124, 4 A.2d 616 (1939) (inventory lienholder in possession of titles to used auto- 
mobiles prevailed over subsequent lienholder). 
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title on transfers by him, thus indicating a legislative intent to protect purchasers in 
the course of trade whether a certificate of title was in fact acquired or not.” In 
any event the general reliance of the buying public upon the word of the dealer 
regarding the technical matters of registration and titling is sufficient cause for 
extending protection to this class of persons.’ 

Lenders will find that loans upon inventory must be perfected through the 
certificate of title in those states—Florida, Nebraska, New Jersey, Ohio, Tennessee, 
Texas, and Virginia’*°—where statutes affirmatively require compliance with the 
title certificate laws. As pointed out above, legislation in California and Missouri’? 
quite clearly requires such liens to be perfected upon other records. This leaves the 
effect of the statutes of the other states in serious doubt, especially as to the inventory 
financing of new vehicles with respect to both the place of filing and the rights of 
purchasers in regular course of trade.’** Thus cautious lenders in states which do 
not require titling of new vehicles by dealers would be wise to comply with the 
general filing statutes and to demand from the dealer a certificate of title upon which 
the lien may be perfected. Policy considerations lead one to believe that the title 
certificate is useless in inventory financing. The great cost of handling each title 
certificate adds expense to an already costly financing business, and because dealers 
must have the title certificate to carry on their business, surrender of the instrument 
by the dealer to the lienholder inevitably will slow up sales.’*° The present machin- 
ery provided by the Uniform Trust Receipts Act, and that offered by the Com- 
mercial Code, furnish better and more equitable protection. 

Under the Uniform Commercial Code. Any doubt in the title certificate states 
as to the rights of the buyer in ordinary course of business is resolved by the Code 
which provides that such purchaser takes “free of a security interest even though 
perfected and even though the buyer knows of the terms of the security agree- 
ment.”!*° This will do much to create uniformity, and add certainty with regard to 


inventory liens perfected upon the title certificate. 


**° In Florida, Michigan, Nebraska, and Ohio the dealer is permitted to handle the paper routine in 
obtaining the certificate of title for purchasers. Fra. Star. ANN. §319.23(5) (1949); Mich. Acts 1950, ¢. 
300, §257.217(b); Nes. Rev. Stat. §60-106 (1943); On1o Cope ANN. §6290-5 (1945). 

*#1 “Tt is common knowledge that dealers frequently, if not always, take care of title transfers and 
registration, as well as licensing, as part of the transaction of sale, often completing these matters after 
receiving payment and making delivery.” Rutledge, J., in Fogle v. General Credit, Inc., 122 F.2d 45 
(D. C. App. 1941), 136 A. L. R. 814, 821 (1941); Dennis v. Bank of America Nat. T. & Sav. Ass'n, 34 
Cal. App.zd 618, 94 P.2d 51, 55 (1939) (custom on part of dealers to handle paper work and application 
for certificate of title established by employee of motor vehicle department). 

72 See App. 3, col. 7; Universal Credit Co. v. Botetourt Motor Co., 180 Va. 159, 21 S. E.2d 800 
(1942). See cases cited note 184 supra. 

193 See note 186 supra. 

7** Cf. Colorado State Bank v. Riede, 92 Colo. 361, 20 P.2d 1010, 1011 (1933) (“The act does not 
require the purchaser of a new automobile from a dealer to record his dealer's bill of sale as a condition 
precedent to the passing of title to him.”); Finance Corp. of N. J. v. Jones, 97 N. J. L. 106, 116 Atl. 277 
(Sup. Ct.), aff'd, 98 N. J. L. 165, 119 Atl. 171 (Err. & App. 1922) (dealer gave two bills of sale); 
Owen v. Miller, 190 Okla. 205, 122 P.2d 140 (1942). 

4° Cf. SMITH, MARKETING OF Usep AuToMosiLes 192 (1941); Hanna, The Extension of Public 
Recordation, 31 Cor. L. Rev. 617, 632-633 (1931). 

8° U. C. C. §9-307 (Sept. 1950). 
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However, the Code provision requiring liens to be perfected by registation upon 
the title certificate in states providing for registration of “all liens” on the certificate 
of title will add still further confusion, and probably make for non-intended results. 
This arises from the doubt existing in many states as to whether “all” types of in- 
ventory liens may be shown upon the certificate of title.°* The California and 
Missouri statutes are clearly excluded from this section, since the laws of those states 
do not provide for the registration of inventory liens in this manner.'** It seems 
unsound to exclude states from the operation of this section of the Code merely 
because inadequate provision has been made by their laws for notation of liens upon 
the certificate of title for another, and, probably, more important reason. The ttle 
certificate upon which liens are noted does not provide a satisfactory method for im- 
parting notice of inventory security interests because the instrument is needed by 
the dealer for carrying on his business. Retention of the certificate by financers will 
constitute a nuisance because of the delay involved in handling each title trans- 
action.’*® Therefore it would satisfy the needs of the dealer, the financer, and third 
parties to permit public filing, separate and apart from the title records. Speaking 
generally, four classes of persons have an interest in knowing of automobile inventory 
liens. They are purchasers in the regular course of trade; bulk purchasers; other 
lienholders; and creditors. Purchasers in the regular course of trade are adequately 
provided for by the Code. The others, bulk purchasers, lienholders, and creditors, 
would find substantial protection in the public records without lien interests being 
shown upon the certificate of title." This difficulty could be eliminated simply by 
excluding inventory liens from the Code section requiring liens to be perfected by 
registration on the title. This would mean that inventory liens would be filed in 
the central or local records provided for in the case of other inventory liens.?°* Such 
an arrangement would add symmetry to the Code plan of filing, so that liens cover- 
ing inventory, equipment, and accounts would be perfected upon the same records. 

Title certificate as a document of commerce—assignment of chattel paper. \n 
the purchase of automobiles much of the consumer credit is handled through 
the process of discounting or assigning chattel paper taken by dealers in the course 
of retail sales.2”° In this way the burden of financing retail purchasers is cast upon 
banks and finance companies, the dealer in this indirect fashion being relieved of 
the burden. Thus a dealer who, for example, sells an automobile on a conditional 
sale can take the papers signed by the buyer to his bank or finance company, which 
will in turn either purchase the paper or make a loan on its security. Consequently, 
the dealer not only is able to purchase more inventory, but is also able to devote a 
larger share of his time and capital to the buying and selling of the commodity. 

°7 Cf. Nicewarner v. Alston, 228 S. W.2d 872 (Tex. Civ. App. 1950). 

°° See note 186 supra. *°° See note 195 supra. 


*°° The assumption is made upon the ground that this group is made up of professional business 
men who normally have at their disposal information from the records furnished by credit investigation 
agencies. 

1). C. C. §9-401 (Sept. 1950). 
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Such a type of wholesale financing has the additional advantage of including in one 
package both the sale of the automobile and the retail credit. 

With the dealer occupying a position of quasi-trust, however, several serious prob- 
lems may confront the assignee financing agent. The assignee must gamble on the 
lien’s having been properly filed or recorded as well as the assignment debtor's owner- 
ship of the vehicle. Steps must be taken by the assignee to determine whether the 
dealer is covered by an inventory lien which includes after-acquired property. In 
such a transaction there is the risk of a double assignment. Also, unless the dealer is 
empowered to make collections, the prudent assignee will notify the account debtor 
in order to avoid the trouble which payments made to the dealer may cause. Finally, 
the assignee takes some chance that the sale is not made to a genuine retail purchaser, 
since the dealer can, by a “fake” sale to a fictitious person or an employee, finance his 
inventory at the expense of an unsuspecting bank which believes that it is receiving 
good retail paper. While the above risks are no doubt to be expected in such a type 


of financing business, they are nevertheless risks which add to the cost of the loan 


and must ultimately be paid by the consumer. Banks and lending institutions who 
normally buy or loan upon this type of paper have found that the presence of the 


title certificate among the other instruments or papers adds an appearance of genuine- 
ness to the transaction as well as a sense of security. It is, however, a sense which 
may be misleading. The chief utility of the title certificate stems from its use as a 
substitute form of recording or filing. In other words, the discounting bank can 
eliminate filing and the time-consuming search of the local records, at least in the 
states where liens must be shown upon the certificate of title.°’? 

Some serious difficulty arises in cases involving double assignments. Ordinarily, 
this occurs where the dealer has given a prior inventory lien covering after-acquired 
accounts or chattel paper. Instead of accounting for the chattel paper the dealer 
assigns it to a second financer. In cases where the assigned obligation is not negoti- 
able,?"* a dispute may arise between the inventory lienholder and the assignee of the 
retail paper. Substantial case law dealing with the effect of the presence or absence 
of the certificate of title in this situation is not to be found, but there is some indi- 
cation that the assignee bank receiving a duly perfected certificate of title with an 
assignment of the chattel paper will be protected.””* This conclusion is logical in 


#°8 Consequently, where the assignee does not get the title certificate, the rights of the assignee may 
be defeated by third parties. E.g., Superior Finance Co. v. American Security Co., 107 Ind. App. 461, 
25 N. E.2d 256 (1940) (assignee entrusted conditional buyer with clear certificate of title); General 
Acceptance Corp. v. Davis, 169 Kan. 220, 218 P.2d 181 (1950) (assignee failed to get certificate of 
title); Commercial Banking Corp. v. Active Loan Co., 135 Pa. Super. 124, 4 A.2d 616 (1939) (assignee 
failed to get title papers—prior lienholder prevailed). In Missouri, where the requirement that liens 
be noted upon the title does not apply to sales by distributing dealers, liens arising out of such transactions 
need not be noted upon the certificate, but must be filed in the chattel mortgage records. Butler County 
Finance Co. v. Miller, 225 S. W.2d 135 (Mo. App. 1949). 

2°*Upon the general problem of the negotiability of chattel paper see Kripke, Chattel Paper as a 
Negotiable Specialty Under the Uniform Commercial Code, 59 Yate L. J. 1209 (1950). 

*° Since the inventory lien must be entered upon the certificate of title or manufacturer's certificate, 
the assignee will see the lien upon the certificate if the lien has been perfected properly; if the inventory 
lien has not been perfected the assignee will be a good faith purchaser. Cf. Tharp v. San Joaquin Valley 
Securities Co., 20 Cal. App.2d 20, 66 P.2d 230 (1937). 
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the states requiring inventory liens to be registered upon the title certificate. Where, 
however, no provision is made for perfecting inventory liens through the title instru- 
ment, as in California, the matter is left wholly to case law. Several California de- 
cisions have protected the assignee of the retail paper who receives a clear title 
certificate.°°* This result is sound because the title certificate tends to give reliability 
to the assignor’s rights, and upon the broader principle that this type of obligation 
is normally transferred by an assignment of the paper which has assumed a char- 


“7 Tt may be that the recent legislation governing 
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acter of limited negotiability. 
assignments of accounts receivable will have some bearing upon the problem. 
This legislation, however, is so poorly drafted that its application to secured obliga- 
tions must remain wholly speculative.” 

It is doubtful that the assignee who receives the certificate of title with the other 


2° California Standard Finance Corp. v. Riverside Finance Co., 111 Cal. App. 151, 295 Pac. 555 
(1931) (assignee of conditional sales contract from dealer prevailed over floor plan lienholder where 
dealer assigned unencumbered certificate of title); Western States Acceptance Corp. v. Bank of Italy, 104 
Cal. App. 19, 285 Pac. 340 (1930) (finance company holding a trust receipt upon a motor vehicle sold 
by the dealer to a second dealer and resold to a purchaser in course of trade defeated by assignee of 
contract); ¢f. People’s Finance & Thrift Co. v. Bowman, 58 Cal. App.2d 729, 137 P.2d 729 (1943). 
Other decisions will be found where an assignee has been given priority over a prior inventory lien, 
although the assignee did not acquire the certificate of title. Bank of America Nat. T. & Sav. Ass'n 
v. National Funding Corp., 45 Cal. App.2d 320, 114 P.2d 49 (1941); L. B. Motors, Inc. vy. Prichard, 303 
Ill. App. 313, 25 N. E.2d 129 (1940). But cf. Universal Credit Co. v. Citizens State Bank, 224 Ind. I, 
64 N. E.2d 28 (1945) (trust receipt valid against claims of subsequent assignee of conditional sale con- 
tracts). A lien upon inventory does not extend to negotiable instruments or documents transferred to a 
good faith purchaser, and this principle is incorporated in the Uniform Trust Receipts Act which extends 
the definition of such documents by including 

“purchasers taking from the trustee for value, in good faith, and by transfer in the customary 

manner instruments in such form as are by common practice purchased and sold as if negoti- 

ee id 

UnirormM Trust Receipts Act §9. 

2°7 Cf. Unirorm Trust Receipts Act §9(a). But cf. General Motors Acceptance Corp. v. Associ- 
ates Discount Corp., 38 N. Y. S.2d 972 (Syracuse Munic. Ct. 1942), rev’d on other grounds, 267 App. 
Div. 1032, 48 N. Y. S.2d 242 (4th Dep't 1944). An excellent outline of the difficulty in giving chattel 
paper the aspects of negotiability is furnished by Kripke, Chattel Paper as a Negotiable Specialty Under 
the Uniform Commercial Code, 59 Yart L. J. 1209 (1950). Mr. Kripke points out that one of the 
principal difficulties with the problem of giving credit value to this paper is the fact that two separate 
transactions are involved. One is the debt, and the other the lien or security interest. The title certificate 
does not solve this problem, except by giving reliability and authenticity to the security instrument. 

*°8In general, see Koessler, New Legislation Affecting Non-Notification Financing of Accounts 
Receivable, 44 Micu. L. Rev. 563 (1946); Dunham, Inventory and Accounts Financing, 62 Harv. L. 
Rev. 588 (1949). 

2° E.g., Cat. Civ. Cope §3017 (Supp. 1949) (excluding obligations represented by a ‘“‘note, draft, 
acceptance, or other instrument for the payment of money”); IpaAHo Cope ANN. §64-901(1) (1948) (ex- 
cluding obligations which are “secured by a chattel mortgage, or other instrument which may be filed 
in a public office’); Inp. ANN. Srar. §19-2101 (Burns Replacement 1950) (excluding “mortgages and 
other obligations with respect to which statutory provision has been or shall be made for the record 
or filing of assignments”); Micu. Comp. Laws §691.901(1)(a) (1948) (excluding any right “evidenced 
by a negotiable instrument”); N. C. Gen. Stat. ANN. §44-77(1)(d) (Supp. 1949) (excluding ‘‘a chattel 
mortgage, deed of trust, conditional sale or other instrument, which is required to be recorded”); Onto 
Gen. Cope ANN. §8509-5 (Supp. 1949) (excluding obligations “evidenced by note, bond, bill of 
exchange or certificate of indebtedness of any kind”); Tex. Srar., Civit Cope art. 260-1, §1(1)(b) (1948) 
(excluding obligations “secured by a chattel mortgage, a conditional sale, contract, or other instrument 
which may be filed for record”); cf. Goggin v. Bank of America Nat. T. & Sav. Ass'n, 183 F.2d 322 (goth 
Cir. 1950) (banker's lien). 
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papers can claim negotiability in the title certificate to defeat defenses in favor of 
the lien-debtor against the seller-assignor.?"” While the title instrument may tend to 
show that the assignor has an unimpeachable security interest in the vehicle, the 
conceptualistic common law policy of separating the debt from the security would 
indicate that the title laws were intended to impart notice of the lien interest only. 
This leads to the more difficult question of whether or not the assignment obligor 
must make payments to the assignee in possession of the certificate and demand 
that payments be noted on the title certificate.*7?_ The legislative vacuum on the 
subject offers no solution. In the case of retail paper, it seems unreasonable to 
burden the buyer-debtor with this duty in view of the trust which normally grows 
out of this course of dealing. Eleven states have adopted express provisions relating 
to assignments and most of them contemplate that transfers of the lienholder’s 
rights may clear through the central motor vehicle agency.™? Legislative purpose 
for these provisions is not expressed, and a lack of case law upon the subject*"* limits 
further consideration of the problem. Here, however, is a demonstrated need for 
uniform codification. 

Reliability of the title certificate as showing the rights of the assignor, and the 
assignment debtor, is weakened where prior possessory rights in the vehicle are 
claimed by third parties. Not uncommonly a dealer will sell a motor vehicle without 
giving up the certificate of title, with the consequence that he has in his possession 
an instrumentality which can be used for fraudulent purposes. If the dealer pur- 
ports to resell upon a fake conditional sale, or sale with mortgage back, to one of his 
employees, the spurious chattel paper may be discounted to an unsuspecting financer, 
who perhaps is too willing to accept the presence of the title certificate as conclusive 
evidence of the genuineness of the transaction. Here the courts have usually pro- 
tected a prior buyer or lienholder in possession, although he is without clear title 

21° Cf. General Acceptance Corp. v. Davis, 169 Kan. 220, 218 P.2d 181 (1950). For a case where 
the assignee acquired a negotiable instrument as a holder in due course, see C. I. T. Corp. v. Byrnes, 38 
S. W.2d 750 (Mo. App. 1931) (debtor could not set up invalidity of sale under title certificate laws). 

#21 If the lien secures a negotiable promissory note, the lien-debtor must obtain the promissory note 
upon payment; failure to record the assignment is not usually regarded as fatal. Interstate Nat. Bank v. 
Koster, 131 Kan. 461, 292 Pac. 805 (1930). Where a negotiable instrument is not involved, authority 
upon the problem of chattel liens is very scanty. Cf. 17 Gro. L. J. 358 (1929) (criticizing rule that 
real estate mortgagor must look to records before making payment). The debtor may require the lien- 
holder to surrender the certificate of title upon tender of payment. Pacific Finance Corp. v. Gherna, 36 
Ariz. 509, 287 Pac. 304 (1930); Larison-Frees Chevrolet Co. v. Payne, 163 Ore. 276, 96 P.2d 1067 
(1939); cf. Acquisto v. Bank of America Nat. T. & Sav. Ass'n, 213 P.2d 775 (Cal. App. 1950). 

Under the Code, payment by the lien-debtor to the assignor of chattel paper is privileged where 
the assignor is left in possession of paper which does not specify a different place of payment. U. C. C. 
§9-319 (Sept. 1950). Quaere: Whether the account debtor may safely pay the assignor without demanding 


the chattel paper? 

222See App. 3, col. 11. None of the states with “incomplete” certificate of title laws have such 
provisions. Cf. App. 2. 

*"°In General Credit Corp. v. Lee James, Inc., 8 Wash.2d 185, 111 P.2d 762 (1941), the assignee, 
F, held a certificate of title showing a lien in favor of the assignor, D. Subsequently D repossessed the 
vehicle, and on repossession sale sold to P for whom D obtained a duplicate certificate. Held for P on 
the ground that the assignment was not entered upon the mortgage records where the lien had also been 


filed. 
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papers.*"* Judges occasionally have been tempted to sympathize with the assignee 
bank in such situations on grounds of estoppel, but the scant judicial authority in 
point has wholly failed to penetrate the real problem. The common law always 
recognized possession of both real and personal property as imparting constructive 
notice of equities retained by the party in possession.”° Difficulty with the title 
certificate laws arises from their all inclusive language purporting to require “liens 
and encumbrances” to be shown upon the title.?1° It is reasonable to suppose that 
the omission of possessory interests was a legislative oversight which in fact recog- 
nized a common law principle so well established as to be unworthy of specific ex- 
clusion. Therefore, the constructive notice of liens upon the title certificate should 
be qualified by the common law principles protecting prior pledge or other posses- 
sory interests. Consequently, the assignee bank must either trust in the honesty of 
the assignor, or determine for itself the possessory claims of third parties. 

One further hazard which has not been removed by the assignment of a duly per- 
fected certificate of title occurs when a dealer, otherwise unable to get inventory credit, 
purports to sell to a salesman or a member of his staff upon a lien-retaining contract. 
This lien contract may then be discounted to either a suspecting or an unsuspecting 
financial institution which is willing to advance credit on the basis of the added 
security. For all substantial purposes, this leaves the dealer in possession with an 
apparent power of sale. Consequently, in those states which favor the buyer in 
regular course of trade, the courts have shown an inclination to protect the buyer,” 
especially where the buyer obtains an unencumbered title certificate.*"* This places 


2% Dennis v. Bank of America Nat. T. & Sav. Ass'n, 34 Cal. App.2d 618, 94 P.2d 51 (1939); San 
Joaquin Valley Sec. Co. v. Prather, 123 Cal. App. 378, 11 P.2d 45 (1932); Peper v. American Exchange 
Nat. Bank, 257 Mo. 652, 210 S. W.2d 41 (1948); cf. Janney v. Bell, 111 F.2d 103 (4th Cir. 1940) 
(lienholder who obtained possession prevailed over creditors where lien was not perfected upon title 
certificate); Henry v. General Forming, Ltd., 33 Cal.2d 233, 200 P.2d 785 (1948) (possession of vehicle 
defeated rights of asserted owner out of possession); Colorado State Bank v. Riede, 92 Colo. 361, 20 
P.2d 1010 (1933) (purchaser in possession of new automobile who received only bill of sale prevailed 
over subsequent lien given by dealer); Universal Credit Co. v. Botetourt Motor Co., 180 Va. 159, 21 
S. E.2d 800 (1942) (inventory lienholder without certificate of title who acquired possession preferred 
over subsequent lien creditors). But cf. Chelhar v. Acme Gararge, 18 Cal. App.2d 775, 61 P.2d 1232 
(1936) (mortgagee who repossessed and purchased on foreclosure sale defeated by subsequent lien 
creditors); Associates Inv. Co. v. Le Boutillier, 69 Ohio App. 62, 42 N. E.2d ro1r (1941) (dealer sold to 
buyer who obtained vehicle without manufacturer's certificate—held subsequent inventory lienholder 
prevailed). In Rasmussen v. O. E. Lee & Co., 104 Mont. 278, 66 P.2d 119 (1937), an automobile 
was sold by a dealer to a fake purchaser, and this contract assigned to F. Thereafter the automobile was 
sold to B in regular course of trade who obtained a title certificate in his name. Subsequently, B traded 
in the vehicle and assigned the title to the dealer in blank. The dealer then turned the vehicle over to 
F. Held for B on the theory that the re-transfer to F did not technically comply with the title certificate 
statute. 

"5 This of course is the basis of Twyne’s Case, 3 Co. Rep. 80 b, 76 Eng. Rep. 809 (K. B. 1601). 
Consequently in order to qualify as a good faith purchaser, one must always examine the possessory 
rights in the property. 3 GLENN, Mortcaces §§387-389 (1943). 

*2° States which expressly exclude possessory interests or pledges are Arizona, Arkansas, Colorado, 
District of Columbia, Pennsylvania, Tennessee, and Utah. See App. 3, col. 7. 

*17 Cf. Automobile Finance Co. v. Munday, 137 Ohio St. 504, 30 N. E.2d 1002 (1940) (decided 
on grounds that fake purchaser did not technically get title); Erie County United Bank v. Bogart, 75 
Ohio App. 250, 61 N. E.2d 811 (1944) (decided on ground that fake purchaser was wholly fictitious). 

8 Buss v. McKee, 115 Colo. 159, 170 P.2d 268 (1946); Guaranty Discount Corp. v. Bowers, 94 
Ind. App. 373, 158 N. E. 231 (1931) (assignee bank had no actual knowledge that automobile displayed 
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a burden upon the discounting bank to determine the identity of the lien-debtors on 
assigned paper, at least in the states where purchasers in the regular course of trade 
will be protected. However, the rule discourages an evil practice upon the part of 
lenders to advance inventory credit under this type of arrangement, at least where 
the practice is well established or known. 

Under the Uniform Commercial Code. The title certificate may create several 
obscure, but not insolvable, problems under the “chattel paper” provisions of the 


9 


Commercial Code.”** In substance the Code recognizes that liens on chattel paper 


may be perfected in one of two ways: First, by possession of the paper;*“" second, by 


filing.“*! However, a purchaser of chattel paper created by the sale of inventory will 


prevail over an earlier filed security interest when possession of the paper is acquired 
in the ordinary course of his business and without knowledge of the earlier lien.*** In 
this case the title certificate may be decisive of the question of “knowledge.”*** Thus 
suppose that F7 takes a lien upon D's after-acquired or existing chattel paper secured 
by liens on motor vehicles and this is duly perfected by filing. Subsequently, D 
assigns the chattel paper covered by the first lien to F2, who has no actual knowledge 
of the first security interest. (Where should Fz have filed his lien? By registration 
on the certificate of title? Presumably the Code anticipates that filing will be 
governed by the general filing provisions, and not the motor vehicle section.***) 
Suppose, then, that this lien is filed in the general records, and F2 acquires among 
the papers received a certificate of title showing a lien in favor of D? Or suppose 
that the chattel paper is unaccompanied by a title certificate? Or suppose that it is, 
but the title certificate shows that the lien has been assigned to F1? 

In these cases the Code literally purports to protect F2, except where the ac- 
companying title certificate shows an assignment to Fr because “a notation on the 
chattel paper that it has been assigned is sufficient’**’ to constitute knowledge. 


for sale); Sorensen v. Pagenkopf, 151 Kan. 913, 101 P.zd g28 (1940) (assignee bank had no actual notice 
that automobile displayed for sale—court imposed duty to determine character of loan because of custom 
on part of dealers to finance inventory in this manner); Rasmussen v. O. E. Lee & Co., Inc., 104 Mont. 
278, 66 P.2d 119 (1937) (demonstrator sold on fake sale); People’s Finance & Thrift Co. v. Shirk, 181 
Okla. 418, 74 P.2d 379 (1937). In states which do not require inventory liens to be noted upon the 
certificate, a prior inventory lien will prevail over the assignee under a fake sale upon the theory that 
the lien is taken out of the regular course of trade. California Standard Fin. Corp. v. Riverside Fin. Co., 
111 Cal. App. 151, 295 Pac. 555 (1931); cf. Universal Credit Co. v. M. C. Gale, Inc., 40 Cal. App.2d 796, 
105 P.2zd 1003 (1940) (lien upon vehicle utled in name of dealer's president valid against creditors). 

22° UC. C. §§$9-304, 9-305, 9-308 (Sept. 1950). 

22°U C. C. §9-305 (Sept. 1950). 27U. C. C. §9-304 (Sept. 1950). 

2220. C. C. §9-308(1)(b) (Sept. 1950). In other cases the subsequent assignee obtaining possession 
is defeated by the prior perfected lien. Id. §9-308(1)(a). 

229 “Knowledge that a security interest exists in inventory or that a security interest is claimed in the 
proceeds of the inventory is not sufficient to give knowledge that a security interest exists in the chattel 
paper in possession of the debtor, but a notation on the chattel paper that it has been assigned is sufficient.” 
U. C. C. §9-308(2) (Sept. 1950) . 

??Note that the Code provides for the filing of liens upon chattel paper under the general filing 
provision. U. C. C. §9-401 (Sept. 1950). However, inventory liens upon motor vehicles are registered 
upon the certificate of title, with consequent dilemma as to whether this includes after-acquired property. 
This quandary could be solved by excluding inventory liens from the motor vehicle provision. 


225 See note 223 supra. 
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However, the “good faith” section**® of the Code may apply to require assignees of 
chattel paper secured by security interests in motor vehicles to get the certificate ot 
title. Since comment to that section requires “professionals” to acquire a title cer- 
tificate, there is some likelihood that assignee bankers and finance companies are 
included within the intent of the section.**? The uncertainty here could be elim- 
inated by requiring the assignee of motor vehicle chattel paper to acquire the 
necessary title certificate, and this could be done by defining chattel paper*** to 
include the title certificate. 

Some further difficulty arises from the Code provision permitting liens to be 
registered upon the certificate of title.**? This section applies only to those states 
where provision is made for registration of “all liens” upon the title certificate. 
Literally, the provision tends to exclude most title certificate states since the statutes 
and decisions are quite decisive in holding that possessory liens need not be entered 
upon the title certificate.*8° In addition, this section further provides that a security 
interest in motor vehicles is perfected by registration upon the certificate of title, thus 
by implication excluding the possibility of perfecting liens by possession of the 
vehicle. Neither of these constructions, however, is reasonable since the section 
falls within the chapter on filing, thus indicating that other methods for perfecting 
liens are left to the other parts of the Code.** These technical difficulties could 
easily be avoided by making the Code provision applicable to non-possessory liens 
only, and by forthright language including all states with title certificate laws. 


IV 


CoNCLUSION 


The uniform pattern of the legislation in all the states with “incomplete” and 
“comprehensive” certificate of title laws lends itself to incorporation within the 
security provisions of the Code as a means for imparting constructive notice of liens 
upon motor vehicles. | Technical differences between the many separate laws may 
result in numerous unpredictable exclusions as a direct result of the Code language 
including only states providing for the registration of “all” liens. The Code re- 
quirement that a security interest will be perfected only when the lien is registered 
upon the title certificate by the central motor vehicle agency will perpetuate the 
growing litigation in cases where the lienholder retains possession of the certificate 
witho. ° formal registration. Inadequacy of the title certificate for showing inventory 
liens makes for further difficulty. 

The reader is invited to give cautious consideration to a recommendation that 
Section 9-402 be amended by a provision to read: 


#26. C. C. §1-203, comment 2 (Spring 1950). 227 Discussed at notes 103-108 supra. 

#28 ‘Chattel paper’ means a writing of a type whose transfer in ordinary course of business requires 
delivery and which evidences a security interest in or lease of goods.” U. C. C. §g-105(1)(b) (Sept. 
1950). 

72°. C. C. §9-402 (Sept. 1950). *89 See note 214 supra. 

*.'U. C. C. §9-305 (Sept. 1950). 
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In all states with certificate of title laws a non-possessory security interest in motor 
vehicles other than on inventory is perfected when 

(1) properly registered upon the certificate of title, or 

(2) possession of the certificate of title is retained or acquired by the secured lender. 
A security interest perfected by possession of the certificate ceases to be perfected at the 
time when the debtor or one claiming under him obtains a clear duplicate certificate of title. 


This suggested amendment would: 
(1) Include all of the states with certificate of title laws. 


(2) Provide protection to the lienholder in possession of the vehicle. 


(3) Require inventory liens and liens on chattel paper to be filed or perfected under 


the other provisions of the Code. 
(4) Recognize possession of the title certificate by the secured lender as imparting 
constructive notice of liens. 

This should do much to solve the mystery surrounding the certificate of title. 
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ARTICLE 8—INVESTMENT SECURITIES 


Cartos L. Israrts* 


This Article deals with investment paper—here termed “securities”—as distinct 
from commercial paper dealt with in Article 3. Axiomatically bonds, stock certifi- 
cates, and the like, which serve as media for public participation in the financing of 
business enterprise, must be negotiable. As against a purchaser for value without 
notice of a defense, the issuer must so far as possible be precluded from raising that 
defense; and one whose title is defective must be able nonetheless to convey a better 
title than he has, so that the purchaser for value without notice of a claim of owner- 
ship will not be subject to it. The possible far-reaching consequences of the non- 
negotiability of a particular type of investment paper are illustrated by two famous 
cases in the field. J. P. Morgan and Co. issued so-called “interim receipts” entitling 
the bearer to the delivery of bonds of the Kingdom of Belgium when received in 
definitive form. Some receipts were stolen, sold to a purchaser for value without 
notice, and sued upon. Judgment was for the defendant. The certificates, despite 


their recitation that 


Every taker and holder of this certificate and the attached warrant hereby agrees that 
the undersigned may treat the bearer of this certificate and the attached warrant as the 


absolute owner hereof and thereof, as the case may be, for all purposes, and that the 
undersigned shall not be affected by any notice to the contrary 


did not contain the necessary “unconditional promise or order to pay a sum certain in 
money .. . on demand or at a fixed or determinable future time.”’ Therefore, the 
title of the original owner was not divested by the later purchase for value without 
notice.” 

In the year 1928 Pulaski County, Kentucky, sold an issue of $280,000 principal 
amount of road bonds to Caldwell & Co., bankers of Nashville, Tennessee. The 
proceeds were left on deposit, at interest, with Caldwell and the deposit was collateral- 
ized by Caldwell with the Bank of Tennessee. In 1930, both Caldwell and the 
Bank (a Caldwell affiliate) became insolvent, and the collateral turned out to be 
worth only $15,000. The County refused to honor the bonds, claiming “fraud” and 
non-negotiability because of language which it construed to limit the fund from 
which the bonds were payable, and thus to condition the promise to pay. Judgment 
for the defendant had widespread and immediate repercussions. The market for 

* A.B. 1925, Amherst College; LL.B. 1928, Columbia University. Visiting Lecturer in Law, 
Columbia University Law School, 1946-48; Lecturer on Corporate Practice and Finance, Practising Law 
Institute, since 1937; Reporter on “Investment Instruments” (Article V), 1945. Contributor of articles on 
corporation law and finance to periodicals. Member of the New York bar. 

* NEGOTIABLE INSTRUMENTS Law §1. 

® President and Directors of Manhat:an Co. v. Morgan, 242 N. Y. 38, 150 N. E. 594 (1926). The 


quotation, of course, is from NIL §2. There are many law review comments on this case and the 
questions which it raises, ¢.g., negotiability “by contract” or “by estoppel.” 
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road and bridge bonds of Kentucky counties dropped an average of thirty points. 
Other governmental units contemplating such financing found no takers. The case 
was reheard, and the promise re-construed as unconditional.* 

Here were two obvious examples of paper “of a type commonly . . . recognized 
. ..as a medium for investment”! which failed to fit snugly within the straitjacket 
of the NIL definition of a negotiable instrument.® 

Similarly the registered bond is non-negotiable as not “payable to order or to 
bearer”; the income bond does not call for “a sum certain”; and all non-money paper, 
such as stock certificates, must find its basis for negotiability elsewhere, e.g., in the 
Uniform Stock Transfer Act,® which applies specifically only to certificates of stock. 
The answer has been state amendments to the NIL or the passage of additional 
statutes broadly if ineptly defining such terms as “corporate bonds,” “security receipt,” 
and the like,’ to fill in the gap between commercial usage, and the NIL and Transfer 
Act definitions. 

The Code will draw together the concept of what is properly investment paper— 
and therefore negotiable—on a pragmatic basis, following the English theory where 
limitation of the Bills of Exchange Act to Bills, Notes, and Cheques as there defined 
left custom free to impart negotiability to any other type of instrument dehors the 
statute.® 

The definition of “Security” in Section 8-102 emphasizes the common char- 
acteristics, 

issuance in bearer or registered form; 

type commonly dealt in on organized markets or commonly recognized in 
the relevant area as a medium for investment; 

one of a class or series or by its terms divisible into a class or series; and 
representing an interest in property or in an enterprise, or evidencing the 
obligation of the issuer. 

“Registered form” is defined by reference to terms of the instrument providing 
for registration of transfer on books maintained for that purpose by the issuer. 

The analogy to various definitions of a “security” in state blue sky laws and the 
Federal Securities Acts® will be noted. It is the added elements, however, which 
are significant. The regulatory statutes make no reference to form, nor to the 
acceptance of the instrument or its prototype as a medium for investment in any 
market. They are police statutes, designed primarily to require an adequate informa- 
tional background for a market which may not yet have developed. Thus the 


* Pulaski County v. Ben Hur Life Ass’n of Crawfordsville, Indiana, 286 Ky. 119, 149 S.W.2d 738 
(1941), reconsidering an unpublished opinion dated October 8, 1940. See Peak, Negotiable Non- 
negotiables, 30 Ky. L. J. 174 (1942). 

“Sec. 8-102(1)(a), Uniform Commercial Code, Proposed Final Draft, Spring, 1950. 

® NEGOTIABLE INSTRUMENTS Law §1. 

® The Transfer Act. 

7E.g., N. Y. Pers. Prop. Law §260 et seq. 

© BRANNAN’S NEGOTIABLE INSTRUMENTS Law 107 (6th ed., Beutel, 1938). 

* The Securities Act of 1933, 48 Stat. 74 (1933), and the Securities Exchange Act of 1934, 48 STAT. 
881 (1934), 15 U. S. C. §§77a-78 inclusive (1946). 
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rabbit contract,!° the oyster bed certificate,’! and the citrus grove development units’ 
which have been held to be securities under the regulatory statutes may never 
become such under the Code. 

The exclusion of order paper and of “one name” paper which does not provide 
for registration of its transfer accords with commercial practice. The former may 


be negotiable or not as commercial paper under Article 3. The latter, while 
assignable as any chose in action, is not issued with the idea that transfers will be 


frequent or even likely and that therefore it needs negotiability.’® 

Once investment paper is thus removed from the straitjacket of the NIL require- 
ments it becomes relatively easier to deal with the relationships between its holders 
and the issuer as to defenses, and as between successive holders or holder and 
issuer as to claims of ownership.’* Problems of parties secondarily liable (except 
the guarantor who is included in the definition of “issuer” in Section 8-201) do not 
exist. The indorser of a registered bond or stock certificate never undertook that 
the issuer would honor the instrument—and Section 8-308(4) specifically codifies that 
rule. 

No attempt will be made to summarize the Article section by section. The text 
of the Spring 1950 edition of the Code is there for all to read, and the Comment is 
reasonably informative. What we shall try to do is to point up some of the high- 
lights, particularly where adoption of the Code is likely either to make some change 
in the law, to require change in what has been the usual commercial practice, or both. 

The scope of the phrase “commercial practice” is important. This Article will be 
applicable not only to the securities of the large “public issue corporation,” but equally 
to the securities of the smallest family type enterprise, usually referred to as a “close 
corporation.”"> Many of the sections will have no such impact because the securities 
of close corporations do not come into the framework of the organized securities 
markets with their brokers and professional transfer agents and registrars. Con- 
versely, in the field of issuers’ defenses and purchasers’ notice of claims of ownership, 
the law today equally affects the two types. Transactions in the securities of close 
corporations will obviously be less frequent. Between members of a family or busi- 
ness associates, they are likely to be conducted much more informally. Arguably, in 

2° Gracchi v. Friedlander, 93 Cal. App. 770, 270 Pac. 235 (1928). 

7 Securities and Exchange Comm'n v. Cultivated Oyster Farms Corp., U. S. D. C., $. D. Fla., March 
22, 1939, CCH, Feperat Securities Law Service (1941-1944 Dec.) (go, 121. 

*? Securities and Exchange Comm'n v. W. H. Howey Co., 328 U. S. 293 (1946). 

*8 Cf. the “interim receipt” in the Morgan case, supra note 2 (bearer form) with the window ticket 
issued by the bank retaining custody of securities in course of registration of f transfer (one name paper). 
There is a tendency, even among sophisticates of the financial apace consider the latter “‘non- 
negotiable” in the sense of “non-transferable,” thus equating the concepts df negotiability and transfer- 
ability. The equation is obviously untrue and need not concern us here. 

** The Article adopts, as does Article 3, Professor Chafee’s division of the concept of negotiability into 
these two main categories. Chafee, Rights in Overdue Paper, 31 Harv. L. Rev. 1104 (1918), summarized 
in WituiaM E. Brirron, Hanpsook oF THE Law oF BILLs aND Nores §156 (1943). 

© The distinction is best drawn on the basis that a close corporation is one in which management 
and ownership are substantially identical; any other is a “public issue corpogation” regardless of whether 
its securities were ever actually publicly offered in the sense of the regulatory statutes. See generally, 
Israels, The Close Corporation and the Law, 33 Corneii L. Q. 488 (1948). 
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such an atmosphere should there be a question of defense or claim of ownership, 
the warnings of its existence are likely to be loud and clear, but the extrinsic relation- 
ships of buyer and seller may well operate to encourage ignoring of the warnings. 
But all of this is speculative and hardly an area into which a statute such as this 
could safely venture. Earlier drafts contained a specific provision permitting an 
issuer of securities to negate their negotiability by stamping them “non-negotiable,””® 
which the close corporation and its shareholders might occasionally find useful, for 
instance as protection against violation of an agreed restriction on transfer. This 
problem has been dealt with in what the writer believes to be a satisfactory manner 
by an amendment adopted at the September, 1950 meeting of the Commissioners on 
Uniform State Laws. That amendment is discussed below.’? The issuer's right to 
negate negotiability has been eliminated in the present draft. The writer believes 
that elimination wise. To have included it would have required either precise 
definition of a close corporation,’* or permission to all issuers to negate negotiability, 
which might lead to abuse and for which there appears to be no demand whatever. 

Against this background, we shall review the Article primarily from the stand- 
point of its impact on the securities of public issue corporations because it is the 
holders and issuers of such securities in whose primary interest it is drawn. It will be 
applicable also to securities of close corporations, but in the writer’s view should 
not raise any special problems in that field. 


I 
IssuERS’ DEFENSES 


Obviously the objective here is to uphold the validity of the security in the hands 
of a bona fide purchaser for value’® to the greatest practicable extent. Due, however, 
to constitutional limitations on corporate power, it has been necessary to draw a dis- 
tinction between the purchaser of a security on original issue, even though he may 
have given value without notice of a defect affecting its validity, and a subsequent 
bona fide purchaser.*® Violation of a constitutional provision can invalidate the 
security in the former’s hands, but not in the latter’s. Where private issuers are in- 
volved the distinction seems unimportant. The principal constitutional provisions 
which might be pleaded are those declaring that securities issued for inadequate con- 
sideration (e.g., par value stock for less than par) are “void.” The better case law 
validates such securities in the hands of innocent purchasers—and since the pur- 
chaser on original issue would himself be the one who paid the inadequate price, 
he could hardly be considered innocent. Governmental issuers however are often 

2° Cf. UniForM Bitts oF Lapinc Act §8. 

See p. 258 infra. 

** A problem which has proved difficult if not insuperable in another context. See “Act, Recommen- 


dation and Study Relating to Requirements of Greater Than Majority of Plurality Vote of Directors or 
Shareholders,” contained in the report of the Law Revision Commission, N. Y. Lecis. Doc. No. 65, 381 et 
seq. (1948). 

2® Defined in §8-302. The NIL term “holder in due course” is discarded. 

*° Shades of “the payee as a holder in due course’! 
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subject to more stringent constitutional restrictions—debt limits and the like. First 
purchasers from such issuers, then, must guard themselves and the ultimate in- 
vestor is protected if the issuer is estopped by having received substantial considera- 
tion, and the stated purpose of the issue is one for which the issuer had power to 
borrow. 

The writer is a little troubled by the question of whether a professional under- 
writer, if any be involved in the transaction, will always be the purchaser on 
original issue under this section. The professional underwriter is presumably most 


capable of making whatever investigation is required to see to it that all constitutional 
provision are complied with. The security issues of the well-established issuer 
(where obviously the danger of defense is minimal) are usually handled by under- 
writers who buy the entire issue outright and thus without question are themselves 
“purchasers” as defined in Section 8-201. It is in the smaller issue of the less well 


known issuer that the danger lurks, and it is in that same area that the underwriter 
often functions only as an agent whose sole commitment is to use his best efforts to 
market the securities. Typically, such an underwriter will never have physical 
possession of the security. He obtains orders which he transmits to the issuer who 
causes the security to be issued in the name of the investor and forwarded through the 
mails or otherwise against payment. Is it possible that such an underwriter is not 
a “purchaser” because he did not take by “purchase” as defined in Section 1-201? 


This is the definition: 


“Purchase” includes taking by sale, mortgage, pledge, lien, issue or re-issue, gift or any 
other transaction creating an interest in property. 

Arguably the agent underwriter is not within this concept. Certainly he acquires 
no interest in the security, but merely a contract claim against the issuer for his 
commission. The definition of purchase in this particular aspect bears re-examina- 
tion, because for obvious reasons this is the case where the investor may most need 
protection. 

The same Section (8-202) deals with the problem of incorporation by reference of 
extrinsic material, such as indentures, statutes, regulations, and the like, and states 
the sensible rule that as against a purchaser for value and without notice such 
matter relied on as a defense may be so incorporated “only to the extent that such 
additional terms do not contradict or materially vary the stated terms.” Section 8-104 
makes equally clear that mere reference to the extrinsic matter (whether or not it 
varies or contradicts the stated terms) does not of itself charge a purchaser with 
notice of defenses resulting from such matter. 

Let us examine these sections in the light of the “conditional promise” cases 
which arose under the NIL by reason of references in corporate bonds to indentures 
under which they were issued.”? The results of these cases are hardly consistent, but 


*) The cases are discussed in R. A. MCCLELLAND anv F. S. FisHer, THE Law or Corporate Mort- 
GAGE Bonp Issurs 145 et seq. (1937); and by Brirron, HanpBook oF THE Law oF Bits anpD Nores §17 


(1948). 
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broadly speaking reference to an indenture “for a description of the property mort- 
gaged and pledged . . . and the rights of the holders of the bonds with respect 
thereto” (italics mine) does not destroy negotiability,?” whereas “the holder of this 
bond shall have no right of action thereon or under said mortgage except as pro- 
vided in that instrument” destroys it.** Thus the NIL operates as an indirect sanc- 
tion against indenture provisions restricting individual bondholders’ rights to sue 
at law for principal or interest when due without acceleration, and it has become 
customary ‘for indentures specifically to preserve that right. Where the issue is 
$1,000,000 principal amount or more and is publicly offered, such preservation is 
required by Federal statute.** Under the Code it will be possible in smaller issues 
to revert to the earlier practice without impairing negotiability, but at least the 
restriction to be effective would have to be spelled out in detail in the bond. 


II 
OVER-ISSUE 


A note of the Advisers on Article 8 to the Council of the American Law Insti- 
tute in 1948 said: 


Over-issue, that is, the issuance of shares in excess of those authorized by the charter 
of the issuer, is viewed as the most heinous crime a corporation may commit by almost 
every court that thinks about mentioning the subject... . Even in the case of over-issue, 
however, damages run to the innocent holder. See e.g., N. Y. and E. Tel. & Tel. Co. v. 
Great Eastern Tel. Co. (1908) 74 N. J. Eq. 221, 69 A. 528, aff'd 78 A. 1135, 75 N. J. Eq. 
297 (1908), involving over-issue resulting from failure to cancel old certificates; Smith 
v. Worcester & S. St. Ry. (1916) 224 Mass. 564, 113 N. E. 462, involving a fraudulent 
over-issue; N. Y. and New Haven R. R. Co. v. Schuyler (1865) 34 N. Y. 30 (fraudulent 
over issue). 

There may have been considerable value in this view of over-issue as a serious matter 
when corporate charters were individual acts of the legislatures and when the corporate 
form was not yet thoroughly recognized as an integral part of our going business structure 
and, most fundamentally, when dealings in corporate stocks and bonds were not on the 
wide spread and quickly handled basis on which they now rest. To-day, however, with 
amendment of a charter possible by mere filing in the case of most corporations the 
sacredness of the concept is somewhat hard to see. When the problem of over-issue is 
set against that of stock issued for no consideration at all, the over-issue seems to be the 
weaker of the two defenses. In fact, were it not for the lip service constantly paid this 
concept, one could argue that it was an a fortiori case in view of the results under the 
constitutional provisions as to lack of consideration. 

One of the basic questions of policy for this Article of the code is whether this sacro- 


on 


sanct character of over-issue be maintained. . . .7° 


Unfortunately it has been deemed necessary to maintain “this sacrosanct char- 


#2 Enoch v. Brandon, 249 N. Y. 263, 164 N. E. 45 (1928). 
*5 Moody v. Pacific S.S. Co., 174 Wash. 256, 24 P.2d 609 (1933). 
2*The Trust Indenture Act of 1939, 53 STAT. 1149 (1939), 15 U. S. C. §§77aaa-77bbb, 77ppp(b) 


(1946). ; 
2° Note to Proposed Final Draft No. 1, April 26, 1948. 
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acter of over-issue.” At various meetings where this Article has been considered, 
attempts to insert in Section 8-105 provisions which would require charter amend- 
ment where it can be done by filing after vote of shareholders were defeated, pre- 
sumably on the theory that it would amount to coercing the body of shareholders to 
perform an act which under the statutes would be wholly voluntary. The writer 
lines up with the minority, and points to the precedent of the Public Utility Holding 
Company Act of 1935,°° under which the power of the Securities and Exchange 
Commission to require recapitalization of a regulated utility company without the 
shareholders’ vote which the state statute would require has been specifically upheld.** 

The solution chosen is to require the issuer, wherever possible, to purchase an 
identical security in the market and deliver it to the plaintiff. If unable to do this, 
the issuer must pay damages, but only to the amount paid by the plaintiff for the 
security. Application of this Section may bring some difficult cases. What is a 
market? Suppose there are twelve shareholders, only one of whom will sell and 
only at a clearly exorbitant price? The issuer tenders damages. The plaintiff 
refuses because the shares, though not worth the price demanded, are more valuable 
than when he bought them and under the rule of damages adopted by the Section 
he will lose the increment. He maintains there is a market. If the issuer can then 
persuade the majority shareholders to authorize an additional issue, must the plaintiff 
accept it? 

The writer thinks the plaintiff should be required to accept a new and valid 
security, no matter how obtained. Nor does he think the Section requires further 
amendment to clarify the point. The suit will be to compel registration of the 
security in plaintiff's name; the judgment that plaintiff may recover a security so 
registered, which can be satisfied from any available source. 

In selecting a rule of damages for the case where it must be applied, the Section 
has departed from all precedent and provides only for recovery of the price paid. 
That seems to the writer of no particular importance. None of the available rules** 
will be fair in all cases, and one can hope and assume that the damage cases will 
be negligible in quantity. 


Ill 
Tue “Maturity” Rute 

If there be one point at which the NIL straitjacket spells danger to the innocent 
investor in corporate bonds, it is the requirement that a holder in due course take 
the instrument “before it was overdue.”*? 

Release from the tie-in to commercial paper has enabled Article 8 to deal with the 
problem of maturity or call realistically and simply. Sections 8-203 and 8-305 do the 
job. As against the issuer, they charge a purchaser with notice of “an act or event 

?° 49 Strat. 803 (1935), 15 U. S. C. §79 (1946). 

27 Phillips v. S. E. C., 153 F.2d 27 (2d Cir. 1946), cert. denied, 328 U. S. 860 (1946). In re 
Commonwealth & Southern Corp., 84 F. Supp. 809 (D. Del. 1949). 


** They are set forth in the Comment to §8-105. 
2° NIL §52(2). 
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which creates a right to immediate performance of the principal obligation evidenced 
by the security or which requires that the security be surrendered for redemption or 
exchange,” only (a) one year after any money required to be paid is available; and 
(b) two years after the date set for surrender or other performance not requiring 
the payment of money. The purchaser is charged with notice of claims of ownership 
under similar circumstances in one-half the time. Suppose the bonds are due. 
The issuer is in reorganization. The ticking of the clock prejudices no one until 
under the approved plan of reorganization or otherwise funds or new securities are 
available for distribution, and after that point time is given for the normal processes 
of presentation and exchange. Only when those periods have expired does the securi- 
ty become “stale”—and “overstaleness” has always been good cause for suspicion and 


inquiry. 


IV 
Lost SEcuRITIES 


The problem of lost, stolen, or destroyed securities is dealt with in the Article 
in two aspects. Section 8-405 codifies the long standing corporate practice of vol- 
untarily issuing new securities to replace those lost, destroyed, or stolen when reason- 
able requirements (indemnity bond, etc.) have been satisfied. A court order will 
be no longer necessary, nor will it be necessary in the case of a bond for the trustee 
to issue a “certificate of indebtedness” which is intended to and does have the 
same legal consequences as against the issuer as would a proper bond, but which 
could not be disposed of in the ordinary course. 

The second aspect is the more important. Under Section 8-304(b), a purchaser 
is charged with notice of claims of ownership if “within six months prior to his 
purchase he has received notice that the security is stolen.” The rule nicely disposes 
of the problem of “forgotten notice” by effectually imposing upon the purchaser the 
duty to keep his memory green for a six months’ period, but for that period only. 
The rule should have a commendable effect on brokerage practice. All too fre- 
quently stolen bonds slip through the net spread for them throughout the financial 
community because brokerage houses throw the current list of stolen securities 
in the waste paper basket or merely post it somewhere and rarely check the securi- 
ties physically delivered to them against the list. The obligation to make such checks 
is not too burdensome a one, and the six months’ time limit seems entirely reasonable. 
If the securities do not turn up within that time, presumably the owner can protect 
himself for an additional period by giving a renewal notice. 


Vv 
RESTRICTIONS ON TRANSFER 


We remarked above that this was a point at which the impact of the Article 
on close corporations appears to be particularly significant. The use of cross-options 
to restrict the transfer of shares without running afoul of the prohibition on unreason- 
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able restraints on alienation is growing. The options may be contained in agree- 
ments, extrinsic to the certificate of incorporation and the by-laws, or embodied in one 
or the other of those documents, certificate or by-law. The fact that the Commis- 
sioner of Internal Revenue recognizes the option price set in accordance with a 
properly drawn agreement as binding upon him for estate tax purposes has been a 
large factor in the increasing use of the device. The consequence of spelling out 
the restriction in one place or the other has not been thought particularly significant 
except for the fact that certificates of incorporation can usually be amended by 
majority or two-thirds vote of the shareholders,” and by-laws often by directors’ vote 
alone, whereas amendment of an extrinsic agreement presumably requires the con- 
sent of all the parties to it. Use of the device is not restricted to close corporations. 
it is also useful in corporations which are not strictly within even the broad definition 
of close corporation suggested above,*' in order to preserve an existing control sit- 
uation, with collateral benefits if questions of estate tax valuation should arise. 

Section 15 of the Transfer Act denies validity to any restriction on transfer im- 
posed “by virtue of any by-law of such corporation, or otherwise” (italics mine) 
unless the restriction be “stated upon the certificate.” As submitted to the September 
meeting, Section 8-204 referred only to restrictions “imposed by the issuer,” which 
it declared “ineffective unless noted on the security.” By Comment it was indicated 
(a) that even a purchaser with actual knowledge of the restriction could take free 
of it if it did not “appear on the face of the security”; but that (b) where the 
restriction is imposed by agreement among shareholders, the Code would not affect 
its validity, scope, or binding effect upon purchasers. As changed at the September 
meeting, the Code will uphold the restriction as against a purchaser with notice, 
whether or not it is set forth on the security, in recognition of the economic fact that 
the restriction, no matter how imposed, is designed for the protection of the share- 
holding group rather than of the issuer as such. And that the purchaser with notice 
will not be left in a position to take unfair advantage of a technicality, merely for the 
sake of imposing a theoretical penalty on a careless issuer the burden of which would 
actually fall on the shareholders. The writer is familiar with situations where, be- 
cause the affected shares are listed, it would be difficult if not impossible to deliver 
a stamped certificate after the required options had been offered and refused. The 
redraft should permit the certificates to remain unstamped in such a case, limiting the 
binding effect of the restriction to those with notice of it, and it may be hoped that 
the decisions involving shareholders’ agreements will come into line. 


VI 
Purcnasers’ RicHts 
In dealing with purchasers’ rights, the Article defines a “bona fide purchaser” as 


°° Except where the statute permits a larger majority to be required, either with a time limit on the 
effectiveness of the provision (e.g., NEw York Stock Core. Law §9) or indefinitely for the life of the 
corporation (¢.g., Det. Gen. Corp. Law §5). , 

51 See note 15, supra. 
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one who “in good faith, for value, and without notice of any claims of ownership 
takes delivery of a security in bearer form or of one in registered form issued to him 
or indorsed to him or in blank” (§8-302(2)). A bona fide purchaser “acquires .. . 
a perfect title to the security.” (§8-301(3).) 

The question of what constitutes notice of claims of ownership produces this 
Article’s first encounter with the “fiduciary” problem—the security registered in 
fiduciary name or known to the purchaser to be held for the benefit of a third person. 
Section 8-304 requires that to charge the purchaser with notice as a matter of law, 


(a) the proceeds of transaction must be placed by the purchaser in the individual account 
of the fiduciary; or 

(b) must be made payable in cash or to the fiduciary individually; or 

(c) the purchaser must have reason to know that such proceeds are being used, or that 
the transaction is for the individual benefit of the fiduciary. 


Three other situations (non-fiduciary) are listed and given similar consequence. 
The Comment emphasizes that the listing “is not exhaustive and does not exclude 
other situations which may give similar notice”’—presumably either as a matter of law 
or inference from facts known to the purchaser.** 

One other circumstance which will deny a purchaser “bona fide” status will come 
up with the revision of the indorsement section (8-308) adopted at the September 
meeting. As the Section now reads, it adopts the Transfer Act provision*®® for in- 
dorsements either on the instrument or by a separate document (typically the so-called 
stock or bond “power”) which identifies the particular security affected. In addi- 
tion it takes over from the NIL the requirement that “an indorsement . . . must be 
of the entire instrument.” This will be eliminated to provide for the common case 
of “split-up” where the holder of a one hundred share certificate, having sold fifty 
shares, will sign a power affecting only fifty shares and send it with the certificate to 
his broker or the transfer agent, expecting to receive in return the proceeds of the 
sale of fifty shares and a new fifty share certificate in his own name. Obviously, 
the “entire instrument” requirement would prevent such practice with no con- 
comitant benefit. Equally obviously, a purchaser who takes a partially indorsed 
security cannot become a bona fide purchaser. 


VII 
Broker-CusTOMER RELATIONSHIPS 


This is the first of two important fields in which this Article plows new statutory 
ground. Transactions on the organized securities markets involve either a broker 
or a dealer. The former acts purely in an agency capacity; the latter as principal. 
The member firms of the major exchanges in effecting transactions on the exchange 
act as agents, while on the “over-the-counter” markets the pattern is usually one of 

*? See, ¢.g., State Bank of Binghamton v. Bache, 162 Misc. 128, 293 N. Y. Supp. 667 (Sup. Ct. 


1937), and for a pure “fact” case, Morris v. Muir, 111 Misc. 739, 181 N. Y. Supp. 913 (N. Y. Munic. Ct. 


1920). 
®* Sec. 20. 
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sale to or purchase from the customer directly by a dealer. However, the distinction 
between “broker” and “dealer” is unimportant in this context.** Regardless of that 
distinction the customer who gives an order to purchase a security at once enters 
into a contractual relationship requiring the eventual delivery of a security which at 
the instant of the order is most unlikely to be in the broker's possession. Even the 
over-the-counter dealer who confirms a direct sale to his customer usually expects to 
deliver a security which he has substantially simultaneously purchased from another 
customer or another dealer. When does the relationship change? When does the 
customer acquire a property interest which, when the broker or dealer goes bankrupt, 
can form the basis for a valid reclamation claim to specific property and thus save 
the customer wholly or partially harmless from the impact of the bankruptcy? 

The important sections of this Article are 8-313, “When Delivery to the Purchaser 
Occurs; Purchaser’s Broker as Holder,” and 8-314, “Warranties by Broker for Pur- 
chaser.” The rules are applicable, regardless of whether under the Federal Act 
the professional involved in the transaction is a broker or a dealer, and we shall, 
therefore, use the former word, as does the Code. No statute can protect the 
customer against the dishonest broker who, having possession of securities registered 
in “street name,”** sells or pledges them to a bona fide purchaser in violation of his 
legal duty. Where the broker properly observes the standards of good practice the 
customer who buys “outright” #.¢., pays the full purchase price, takes no risk once 
the security in the possession of the broker has been clearly identified by physical 
segregation as belonging to the customer. On the other hand, the purchaser on 
margin has received from the broker an advance of a portion of the purchase price 
and has specifically authorized him by the “margin card” to repledge the purchased 
securities together with those of other customers in bulk for a total amount greater 
than the advance. Here, even assuming observance by the broker of proper standards 
of commercial practice, the customer's fortunes as against the broker’s bankrupt 
estate may well depend upon the state law as to the nature of the relationship. 
Historically, the conflict has been between the so-called “New York” (majority) rule, 
regarding the margin customer as a pledgor and the broker as pledgee, and the 
so-called “Massachusetts” (minority) rule, construing the relationship as merely one 
of debtor and creditor.*® 

Section 8-313 makes delivery to the broker effective as delivery to the customer, 
(a) at once if the security is received specially indorsed to or registered in the cus- 
tomer’s name; and (b) otherwise when the broker has (i) sent his customer a con- 

**It is made in the Securities Exchange Act of 1934, 48 Srat. 881 (1934), 15 U. S. C. §§78-c(4) and 


(5) (1946). 

®° The practice of holding securities in “street name’—that of the broker in possession or the broker 
from whom the broker in possession obtained the security with a blank indorsement—is widespread, 
particularly where trading accounts are involved. The lay customer does not wish to be put to the in- 
convenience of having to indorse a certificate registered in his name, in order to deliver it after it has been 
sold, and corporate and fiduciary holders in particular seek to avoid the necessity for proving their 
authority and the rightfulness of the proposed transfer. See p. 262 infra. 

86 The two rules are discussed in Denton v. Gurnett & Co., 69 F.2d 750 (1st Cir. 1934), and by Joun 
Hanna, Cases AND MATIRIALS ON SECURUITY 1 ef seg. (2d ec. 1941). : 
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firmation; and (ii) by book entry or otherwise identified a specific security “in his 
possession” as belonging to the purchaser. Acknowledgment by any person other 
than the transferor that the security is held for the purchaser has the same effect 
(8-313(1)(d)). Under all other circumstances, delivery is still incomplete, e.g., 
where the security is merely part of a fungible bulk held for several customers, 
“despite the customer’s acquisition of a proportionate property interest in the fungible 
bulk” (§8-313(2)). The Comment points to the theoretical possibility of the customer 
receiving notice, while the security is part of such fungible bulk, of a claim of 
ownership of the specific certificate later identified as his, in which event he would 
not be a bona fide purchaser. The writer would be astonished if that case ever 
arises. What is significant is how this Section may affect the conflicts which arise 
in brokerage bankruptcy between the reclamation claimants and the trustee, legiti- 
mately interested in spreading the impact of loss as widely as practicable by rele- 
gating as many customers as possible to general creditor status, or at least to a 
proportionate interest in a mass of securities the claims to which may far exceed the 
value available to satisfy them. Obviously, once positive identification of a particular 
piece of paper has been made, the reclamation claim is good and under this Section 
such identification may be made “by book entry or otherwise.” This should give 
full protection to the customer who buys outright except for the rare case of bank- 
ruptcy between the date of purchase and the date of delivery of the security to the 
broker. The margin customer, on the other hand, will still be subject to the vagaries 
of state law. Under the usual practice margined securities are not specifically identi- 
fied, and under Section 8-314 the purchasing broker need not deliver to his customer 
except “on due demand” which obviously includes tender of the amount of the 
customer’s indebtedness. Nor will a demand made after bankruptcy be “due” unless 
under state law the customer has an interest in specifically identifiable securities 
prior to their “delivery” to him; an unlikely situation under standard practice. Even 
as against the honest broker, then, this Article will not improve the status of the 
margin customer in the event of bankruptcy, but its recognition of the fact that it is 
entirely proper, even necessary, to efficient conduct of a brokerage business that 
margined securities not be required to be individually tagged may perhaps help to 
make the task of the trustee in future brokerage bankruptcies an easier one. 

So long as the buying broker uses due diligence to enforce the purchase contract 
his customer assumes the risk of insolvency of the selling broker (§8-306(3)). 
Normally, that risk will not be serious because to make payment in advance of 
actual delivery would no more be due diligence than would the granting of an 
extension of time for delivery without the customer’s consent (§8-314(2)). 


VIII 
INCIDENTs TO TRANSFER 


The warranties of the transferor are extended only to a purchaser for value, and 
as to validity of the security, the transferor warrants only that he has no knowledge 
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of any fact which would impair validity. Intermediaries (excluding brokers) war- 
rant only their own good faith and authority. (§8-306.) Section 8-311 on forged or 
unauthorized indorsement fills a gap in the Transfer Act. It adopts the obvious 
rule, but protects the bona fide purchaser who has received a new security registered 
in his name even though the old security in exchange for which the new one was 
issued bore a forged indorsement. As the Comment notes, in the normal transaction 
in registered securities the purchaser never sees the old certificate and should not 
be held to have had notice of or to have “relied upon” the forgery. The case law to 
the contrary is rejected for strained reasoning. 

Section 8-312 recognizes the universal practice on the organized markets of 


requiring “guarantee of signature.”*’ The rule adopted is that of the leading case.** 


As a first step toward eliminating the necessity for inquiry by the purchaser into the 
rightfulness of the particular transfer (as distinct from the authority of the transferor 
or of the indorser) the concept of “guarantee of an indorsement” is introduced. 
With respect to this, however, text and Comment may be a little confusing. Section 
8-312(3) says “... no issuer may require an indorsement guarantee as a condition to 
registration of transfer of a security” while Comment 2 states “Such a guarantee 
makes it possible for the issuer [sic] to recover over on the basis of his reliance if 
the guarantor was reasonably believed to be a responsible person”; the guarantee 
presumably having been offered by the holder to avoid otherwise justifiable but bur- 
densome requirements. 

The prevailing case law as to the effect of the signature of the authenticating 
trustee, registrar, or transfer agent is similarly codified (§8-208). 

Sections 8-315 and 8-317 inclusive deal with the transferor’s obligation as to de- 
livery, what is a good delivery, and the purchaser’s remedies when delivery is not 
proper. The problem here arises from the fact that registration of transfer will require 
something more than the indorsed security—at least an acceptable guarantee of the 
indorser’s signature in the usual case, and in the case of an “irregular transfer” (e.g., 
by a fiduciary) other items. As these Sections are to be revised by direction of 
the September meeting, they will make clear that, 

(a) The transferor must tender the security properly indorsed and together with 
all requisites for registration of its transfer, or the purchaser may reject the delivery as 
insufficient; 

(b) If the purchaser has accepted delivery minus some requisite for registration 
of transfer (as an unsophisticated purchaser might well do) he may demand the 
missing item and, failing to receive it, rescind the transaction, supply the item him- 
self and recover the expense incurred, or if the item is peculiarily within the 
province of the transferor (e.g., a certified resolution of the transferor corporation), 
sue for specific performance. 


** The Rules of the New York Stock and Curb Exchanges require such guarantee by a member firm, a 
New York bank, or a bank having a correspondent in New York. The act of guarantee is unquestionably 
ultra vires a bank, but the defense has never been relied upon. 

* The Jennie Clarkson Home for Children v. Missouri K. & T. R. R., 182 N. Y. 47, 74 N. E. 571 
(1905), cited in the Comment. 
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IX 


REGISTRATION OF TRANSFER 


Commercial practice with respect to registration of transfer of securities has 
developed almost wholly free of statutory influence save for one section of the Uni- 
form Fiduciaries Act*® which has fallen far short of its objective. Once a security is 
issued in registered form the issuer undertakes to register its transfer on books main- 
tained by him or by his transfer agent for that purpose. If the securities are debt 
obligations issued under an indenture, the Indenture Trustee has an alter ego—that 
of registrar maintaining the transfer books. Where stock certificates are issued, 
the issuer may “act as its own transfer agent,” i.¢., maintain the books itself, or 
employ a fiduciary institution (typically a trust company or a bank with trust 
powers) to do the job. Where securities are listed (as on the New York Stock 
Exchange) the employment of a professional transfer agent and in addition a pro- 
fessional registrar is required by Rule of the Exchange. However, the Registrar is 
just a double-check, and both are mere agents of the issuer. In their relations with the 
transferor and transferee (a fortiori with the brokerage community) they speak for 
the issuer, and their agreement or refusal to register a particular transfer is the 
agreement or refusal of the issuer. 

The problems dealt with in the decided cases arise from their treatment of the 
issuer as a policeman or insurer as to claims of ownership. The issuer may be held 
in conversion if, 

(a) it refuses to register a security in the hands of a bona fide purchaser; or 

(b) it registers a security while charged with notice of a claim of ownership. 

The scope of the liability is the same as that of a purchaser and fear of its impact 
has led the professionally cautious transfer agents to two diametrically opposite 
policies, 

(a) where the transfer appears “regular,” 
indorsement, with signature properly guaranteed, the bank having no 
notice of incapacity or death, the requested transfer will almost always be 
immediately made, even though there be a “stop transfer” on file, unless 
the claimant immediately gets an injunction or provides indemnity sufh- 
cient to cover the possibility that the value of the shares may rise before 
judgment, and under the state rule of damages the increased figure 
be recoverable; but 

(b) where the transfer is “irregular,” e.g., the registration is in fiduciary or in 

corporate name, or from a decedent, infant, or incompetent, the bank 
will impose rigorous requirements to prove beyond all reasonable doubt 
that the transferor has authority to transfer, and that the particular trans- 


’ 


t.¢., an individual or partnership 


fer is in every respect rightful. 
Part 4. of Article 8 attempts codification of the duties and liabilities of the issuer 


*° Discussed infra p. 263. 
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with respect to registration of transfer. First it confirms the purchaser's right to 
registration in a proper case (§8-go1) and, as amended at the September meeting, 
specifically absolves the issuer (a fortiori the transfer agent) from liability to anyone 
by reason of a transfer registered pursuant to the Section. 

Section 8-402 governs and limits the evidence which may be required as to the 
sufficiency of an indorsement absent notice of lack of power to indorse, in terms of 
signature guaranty plus evidence of tenure of fiduciary office at the date of the 
indorsement. Under Section 8-403 the issuer is absolved of any duty to inquire into 
the rightfulness of the particular transfer, absent notice of a claim of ownership. 
Subdivision (2) of the Section, dealing specifically with the fiduciary situation 
(security registered in T’s name as Trustee or known to be held by him in that 
capacity) is to be revised to equate with Section 8-304," so that only items such as a 
transfer from the fiduciary as such to himself individually, payment of proceeds for 
the fiductary’s individual benefit, etc., known to the issuer or the transfer agent will 
create a duty of inquiry into the rightfulness of the transfer. 

Once this Article is in force, unless it has notice or is charged with notice under 
Section 8-403 that the transfer may be unrightful, the issuer can no longer require 
a copy of the will and examine it to see that the legacy to the decedent’s Cousin Jane 
may be properly construed to include the securities proffered for registration in her 
name. Nor, if the signature of a receiver is guaranteed, may the issuer inquire as 
to whether the appointing court has ordered the security disposed of. If the issuer 
believes that it has notice or is charged with notice of the possible unrightfulness of a 
fiduciary transfer it may of course continue the present practice of requiring evidence 
sufficient to satisfy a reasonable person that the transfer is rightful. This is often a 
difficult and time consuming process for the security holder. Under these circum- 
stances a solution may often lie in a guarantee of indorsement, as distinct from a 
guaranty of signature, since the former guarantees not only the authority to transfer 
but the rightfulness of the particular transfer. As noted above, the issuer may not 
demand a guarantee of indorsement, but if it is voluntarily offered by a person 
reasonably believed to be responsible the issuer may rely upon it. 

To some extent the same ground is covered by the Uniform Fiduciaries Act. 
That text absolves the issuer of liability on a transfer out of fiduciary name unless it 
knows of a breach of fiduciary obligation or has “knowledge of such facts that the 
action in registering the transfer amounts to bad faith.”*? 

However, the failure of many states to adopt the Uniform Fiduciaries Act 
(largely because of other provisions not relevant here) has limited the effectiveness 
of this section of it. The fact that the law of the state of incorporation may require 
inquiry into the rightfulness of the particular transfer,*? though the certificate is 
tendered for registration of transfer in New York which has enacted Section 3 of the 
*° Discussed supra, p. 258. 

*’ UnivorM Fipuciaries Act §2. 

*? E.g. (Utah) Geyser-Marion Gold-Mining Co. v. Stark, 106 Fed. 558 (8th Cir. 1901) cited in the 
Comment to §8-403 as “expressly rejected.” 
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Fiduciaries Act,** leads transfer agents generally still to require proof of the right- 
fulness of the transfer, in order to be certain that if the issuer were sued in its home 
jurisdiction its defense would be complete and would not be dependent upon the 
New York statute. 

The mandatory language of Sections 8-401 and 8-402 is designed to outlaw this 
practice. To put it another way, mandatory language has been designed to do the 
job which the permissive language of the Fiduciaries Act has failed to do. Section 
8-402 says that “the issuer shall not require more evidence than the following ... .” 
(Italics mine.) What then of the situation where the issuer is incorporated in 
state X and maintains a transfer agency in New York? The certificate in the name 
of T as Trustee is presented for registration of transfer with a proper guarantee of T’s 
signature and evidence that T is the Trustee. New York having adopted the Code, 
the transfer must be made. A year later T’s beneficiary sues the issuer in state X for 
wrongful transfer, state X not having yet adopted the Code and by decision having 
required inquiry into the rightfulness of any fiduciary transfer. The writer believes 
that the issuer’s defense should be sustained on the basis that it made the transfer in 
New York under circumstances which by the law of New York made the action 
mandatory. The situation is helped considerably by the fact that the Transfer Act is 
now in force in all of the forty-eight states and by cases decided under it. The older 
theory has been that while, as between transferor and transferee, the law of the place 
of delivery of the certificate controls, the issuer’s duty to register a transfer is a 
matter of the law of the state of incorporation. That concept was shaken by the 
decision in the Disconto-Gesellschaft case** where the federal courts upheld the 
United States Steel Corporation in having transferred shares on its books in com- 
pliance with British wartime regulations affecting enemy alien owned shares. Where 
the question has been that of negotiability of share certificates, the state of transfer 
having adopted the Transfer Act while the state of incorporation had not adopted 
it, the courts of the latter state were likely to hold against the issuer,*® but where 

** Hunt v. Drug, 156 Atl. 384 (Del. Sup. Ct. 1931), aff'd, 168 Atl. 87 (Dek Sup. Ct. 1933). 
the Transfer Act was in force in both jurisdictions the courts sitting in the juris- 
diction of transfer have upheld the issuer’s defense on the basis that the law of the 
state of incorporation is the same as its own, and the Transfer Act operates to fuse 
ownership of the shares with ownership of the certificate. What may be required, 
once the Code is adopted in the jurisdiction of transfer, is something more: Either 
(a) a holding that the law of the place of transfer governs either as such*® or because 
the courts of the state of incorporation would under the Transfer Act apply the 
law of the state of transfer; or (b) a holding that under the law of the state of 
incorporation the right to registration of transfer is a contract right performable in 
any one of several jurisdictions and the law of the place chosen for performance of 


*7N. Y. Gen. Bus. Law §359-j. Cf. also §359-k which covers securities in the name of a deceased 
person, minor, ward, or incompetent or a deceased or discharged fiduciary. 

** Direction der Disconto-Gesellschaft v. United States Steel Corp., 300 Fed. 741 (S. D. N. Y. 1924), 
aff'd, 267 U. S. 22 (1925). 

*® The Bridgeport Bank v. The New York & N. H. R. R., 30 Conn. 231 (1861). 
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the contract governs. The Restatement of Conflict of Laws, Section 53, looks 
toward the first result, in view of the now countrywide adoption of the Transfer 
Act, by its provisions that “to the extent to which the law of the state in which the 
corporation was incorporated embodies the share in the certificate, the share is subject 
to the jurisdiction of the state which has jurisdiction over the certificate.” The 
second theory is not so easily spelled out, but it is the logical concomitant of the 
first, and the writer would expect the combination of the Transfer Act fusion of the 
share with the certificate, plus the mandatory language of the Code, to produce the 
correct result. Even if suit is brought in the non-Code state, the issuer would 
answer that under the law of the state in which the certificate was presented to it, it 
not only did not have the duty, but also did not have the right to inquire into the 
rightfulness of the transfer. The obvious injustice under such circumstances of a 
decision against the issuer should lead easily to the suggested line of reasoning, 
holding the claimant bound by his imputed knowledge of the fact that the corpora- 
tion had the right to provide for registration of transfer of its shares in other juris- 
dictions and exercised that right. 

The new text is most specific in tagging the type of fact which in the fiduciary 
situation should give rise to suspicion once it be clear that the mere known existence 
of fiduciary obligation is no red flag. In the writer’s view, considering the fact that 
the overwhelming majority of fiduciary transfers of registered securities are un- 
questionably proper, this is a distinct improvement. 

In rough analogy, the issuer and transfer agent under the Code are no longer 
required to be policemen or insurers. They might more properly be described as 
firemen who, in the interest of the great majority of transferors of securities who 
are entitled to prompt compliance with their requests for transfer, need not seek 
to ferret out the obscure claim of ownership unless and until the alarm rings either 
in the form of actual notice of a claim, or some one or more of the simple indicia of 
it which under this Article would charge them with notice as a matter of law. 

The final section of the Article (§8-406) is a particularly important one. It deals 
with the duty of the authenticating trustee or registrar (a) to the issuer, and (b) to 
the holder or owner of the security, to exercise good faith and due diligence in per- 
forming the allotted functions. Specifically, it rejects those cases which regard the 
transfer agent, for example, so much as an agent that it cannot be held liable for 
nonfeasance, ¢.g., refusal to register a transfer.** As a practical matter, this Section 
should operate to concentrate suits respecting registration of transfer in the prin- 
cipal commercial jurisdictions where most of the transfer agencies will function 
and leaves to agreement between the transfer agent and the issuer or to the ordinary 


principles of the law of agency, the transfer agent’s obvious right to indemnification 


by its principal except where the agent's failure to exercise good faith or due diligence 


has prejudiced the principal. 
There can be no doubt that these six relatively short sections should greatly 


*? The cases are cited in the Comment. 
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simplify and speed up the process of registration of the transfer of securities, at least 
once the Code is fairly widely adopted. Much will depend upon its adoption in 
such important states of incorporation as Delaware, Maryland, and Maine, and 
more lately Nevada. Some of these (Delaware and Nevada for example) were very 
late in adopting the Transfer Act. It may be hoped that any interim period of 
confusion will be short. 


X 


This Article fairly cries out, as indeed do several others in the Code, for an 
“adverse claims” section analogous to that which appears in the New York Banking 
Law respecting bank deposits.** The inclusion of such a section was proposed by the 
reportorial staff at the September meeting. Opposition, on the ground that the Code 
should not include procedural matters, was overcome and the staff directed to pre- 
pare the text of such a section for inclusion in this Article, among others. Its po- 
tential usefulness is obvious. It will make available to the issuer, the transfer agent, 
the registrar, the broker, a clearly outlined method of placing upon the claimant to 
ownership of the security the burden of establishing his claim as against the alleged 
bona fide purchaser, without itself having to stand trial of the issue at its peril. 

To some extent Article 8 unquestionably still contains “bugs” which only actual 
litigation will unearth. It seems clear, however, that it should perform at least these 
necessary tasks in the securities field: 

(1). Clearly establish the negotiability of securities as such on a pragmatic 
basis; 

(2). Minimize and circumscribe the field of issuer’s defenses; 

(3). Clarify some aspects of broker-customer relationships; and 


(4). Speed up and simplify the process of registration of transfer by erasing 
from the law the concept of the issuer and transfer agent as a policeman or 


insurer. 

In general the approach has been to follow the better commercial practice. To 
the extent that there is tightening (e¢.g., on regard for notice of stolen securities), the 
rule suggested imposes no unreasonable burden, and the writer has no hesitancy in 
asserting that as it stands, Article 8 should go far toward doing its intended job. 


*®N. Y. Bankinc Law §34. 





THE EFFECT OF THE BULK SALES ARTICLE ON 
EXISTING COMMERCIAL PRACTICES 


Frank W. MIL.er* 


The phrase “commercial practices” as used in the title of this article requires 
definition. I suggest two possible meanings. First, commercial practices may mean 


the aggregate of actions taken by parties to business transactions. In particular it 


may involve a determination of whether goods are usually sold to a retailer by a 
wholesaler or by a manufacturer in a particular industry; whether wholesalers in the 
industry sell on open account or for cash, and if the former, what the usual credit 
terms are; whether the wholesaler usually seeks and obtains security if he sells on 
credit; whether a particular class of lender is used if the wholesaler or manufacturer 
sells for cash; whether, if the transaction is a secured one, the chattel mortgage, 
conditional sale, consignment, or other security device is customarily employed. 
Obviously it may include a multitude of other questions. The Bulk Sales Article 
will have little effect on “commercial practices” so defined, at least when considered 
apart from the rest of the Code. 

‘Second, commercial practices may mean the steps taken as a matter of practice 
when a possible or certain bulk sales situation arises. It is in this sense that the phrase 
is used in this article. 

In order to acquire some information as to what the present practices are, over and 
above what may be gleaned from an investigation of existing statutes and the cases 
decided under them, a. questionnaire containing the following seven questions was 
prepared: 

1. Please describe in detail just what steps are followed in complying with the bulk sales 
law of your state in the ordinary cases. 

. To what extent are escrow arrangements used? 

. Do you ever require a bond from the seller as a substitute for compliance? 

. Are there a large number of transactions in which the law is ignored because of the 

undoubted solvency and honesty of the seller? 

. In your opinion, is there any actual fraud in any substantial percentage of sales in which 

the statute is not complied with? 

. What, in your opinion, are the principal reasons for the decrease in bulk sales litigation 

during the past ten years? 

. What, in your opinion, will be the principal effects on commercial practices in your 

area of the Bulk Sales Article of the Uniform Commercial Code, if it should be adopted ? 

The questionnaire was sent to the Managers of Credit Men’s Associations in 
twenty-five major cities. Replies have been received from thirteen managers, and 


* B.A. 1946, LL.B. 1948, University of Wisconsin. Member of the Wisconsin bar. Assistant Pro- 
fessor of Law, Washington University, since 1948. Employed by the American Law Institute as a 
research assistant for the Uniform Commercial Code, 1948. 
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those replies serve as the basis for my conclusions as to what the “commercial 
practice” is in the areas covered. 

Before embarking on that phase, however, it is necessary to describe bulk sales 
statutes generally and to examine the provisions of the Bulk Sales Article of the 


Uniform Commercial Code. 


I 


The first bulk sales statute was enacted in 1896 in Louisiana.’ It came as the result 
of dissatisfaction with what was considered a defect in the law of fraudulent convey- 
ances, #.¢., the situation where the purchaser of a stock of goods could not be proved 
to have had any fraudulent intent even though there was clearly fraud on the part 
of the seller. In some jurisdictions’ such a sale was treated as a “Badge of Fraud,” 
but even this procedural aid was denied creditors in other jurisdictions.? The pur- 
chaser had goods for which he had paid, and the seller went to parts unknown with 
the purchase money, leaving his creditors unpaid. In order to prevent such occur- 
rences, statutes have been enacted in every state and the District of Columbia which 
provide either that a sale of the proscribed type may be avoided by creditors unless 
the act is complied with, or that such a sale not in compliance with the act results in 
a prima facie case of fraud. Although many of the statutes were modeled on that 
of New York, and others on that of Pennsylvania, there are significant variations 
even within these classes. Some features of each are incorporated in the proposed 
statute under consideration and will be discussed in connection therewith. 

The provisions of the Uniform Commercial Code relating to Bulk Transfers 
comprise Article 10 of that code, and are contained in some eleven sections. The 
first section merely states the name of the article. The second section is as follows:° 


(1) A “bulk transfer” is any transfer in bulk and not in the ordinary course of the trans- 
feror’s business of a major part of the materials, supplies, merchandise or other 
inventory (Section 9-109) of an enterprise subject to this Article, or of so much 
thereof that what remains, together with the transferor’s other assets exclusive of 
the consideration received for the transfer, is inadequate capital for the regular conduct 
of his business. 

(2) “Transfer” includes the voluntary creation of a lien or other security interest in such 


property. 

* La. Laws 1896, No. 94. 

? See, ¢.g., Pennell v. Robinson, 164 N. C. 257, 80 S. E. 417 (1913): 1 GARRARD GLENN, FRAUDULENT 
CONVEYANCES AND PREFERENCES §309 (Rev. ed. 1940) states that this is the common law rule. 

* Hart v. Roney, 93 Md. 432, 49 Atl. 661 (1901). And see Note, 72 Cent. L. J. 300 (1911). 

“There are said to be four principal forms of bulk sales statutes, the Pennsylvania form, the New 
York form, the Connecticut form, and the Montana form. MontTcomery, Laws anp Decisions APPLYING 
To SALEs IN BuLK (2d ed. 1926); See Pa. Star. ANN. tit. 69, §§521-529 (Purdon, Perm. ed.); N. Y. 
Pers. Prop. Law §44; III Conn. Grn. Stat. §§6705-7 (1949); Mont. Laws 1907, c. 145 as amended by 
Mont. Laws 1915, c. 128. The Montana statute was amended by Mont. Laws 1931, c. 106, to conform 
to the Pennsylvania form. See Mont. Cove §§8607-8611 (1935). 

® Unless otherwise indicated the draft of the Bulk Transfer Article referred to is the Proposed Final 
Draft of Spring 1950 as corrected by a letter of November 16, 1950 from the Reporter for Article 10, 
Professor Charles Bunn, to the Director of the American Law Institute. No policy questions are raised 
by the changes. 
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(3) A transfer of a substantial part of the equipment (Section 9-109) of such an enter- 
prise is a bulk transfer if it is made in connection with a transfer of inventory, but 


not otherwise. 

(4) The enterprises subject to this Article are all those whose principal business is the sale 
of merchandise from stock including those who manufacture what they sell. 

(5) Except as limited by the following section all bulk transfers of goods located within 
this state are subject to this Article. 

Certain key terms should be discussed in the light of their meaning under existing 
statutes. The first of these is “in bulk.” Considered apart from its relationship to 
the phrase “and not in the ordinary course of the transferor’s business of a major 
part of ...”, “in bulk” would seem to be descriptive of a sale “. . . where separating, 
counting, measuring, weighing or dividing in parcels, packages or barrels does not 
take place but where the mass and the heap are sold as one.”® Nevertheless, “in 
bulk” has been rather a term used to determine whether successive transfers of parts 
of a business fall within this type of statute." It has also served as a sort of quanti- 
tative test in situations where the statute does not contain a relative quantitative 
minimum.” 

The next key term is “not in the ordinary course of the transferor’s business . . 
This phrase suggests a qualitative determination,” and means simply “is this the sort 
of transaction in which this merchant normally engages?” It should be noted that the 
reference is to “the transferor’s business” (italics added) and not to businesses of 
the same general type. Thus custom in the industry, apart from a showing that this 
seller operated in the same way, would appear to be immaterial.'° 

“Major part” seems to be the next key phrase. This term means simply more 
than one-half of the total stock. The act is prima facie applicable’’ when that pro- 
portion is sold. It should be noted, however, that there is an alternative situation: 
“or of so much thereof that what remains, together with the transferor’s other assets 
exclusive of the consideration received for the transfer, is inadequate capital for the 
regular conduct of his business.” This is an entirely new idea, in so far as this writer 
knows. It is found in none of the existing statutes. It presents a new problem of a 
somewhat different nature to the attorney who must decide whether his client must 
comply with the statute. The criterion is not, strictly speaking, that of solvency or 
insolvency, but it is a related idea. The determination is, of course, a factual one, and 
it may not be simple. It appears that the effect will be to force compliance in close 
cases in order that the purchaser will be fully protected. That seems desirable. 

* Feldstein v. Fusco, 205 App. Div. 806, 809, 201 N. Y. Supp. 4, 6 (3d Dep't 1923). 

7 Stein v. Doran, 266 App. Div. 755, 41 N. Y. S. 2d 281 (2d Dep't 1943); Conquest v. Atkins, 123 
Me. 327, 122 Atl. 858 (1923). 

® Krueger v. Hammond, 123 Kan. 319, 255 Pac. 30 (1927). Kans. Gen. Star. ANN. §58-101 (1935) 
provides in part: “The sale or disposal of any part or the whole. .. .” 

* Billig and Branch, The Problem of Transfers Under Bulk Sales Laws: A Study of Absolute Transfers 
and Liquidating Trusts, 35 Micu. L. Rev. 732 (1937). 

2° Cohen v. Calhoun, 168 Miss. 34, 150 So. 198 (1933). 

1 The term “prima facie applicable” is used because of the exceptions stated in Section 10-103, and 
particularly Subsection 10-103(6). 
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When what is sold is “equipment,” rather than “inventory,” a different test is 
applied. That test is “substantial part.”’* Again a factual determination must be 
made in each case, it appearing that “ 
part,” one of the tests used in determining whether a sale of inventory is included. 
It should be noted that a sale of equipment alone is not interdicted by the statute. 

Realism requires, however, that the above phrases be considered collectively rather 
than individually. There seem to be four separate factual determinations called for, 
but in reality that is not true. They are (1) was the sale “in bulk,” (2) was it “not 
in the ordinary course of the transferor’s business,” (3) was it either (a) of a “major 
part” of the materials, etc. of the enterprise or (b) “of so much thereof that what 
remains, together with the transferor’s other assets exclusive of the consideration re- 
ceived for the transfer, is inadequate capital for the regular conduct of his business,” 
and (4), if a transfer of equipment as well as inventory, was it of a “substantial part 
of the equipment?” 

“In bulk,” as defined by the New York Supreme Court, seems to be a rather 
unwise phrase to include in the statute. Surely it is not material that the stock of 
goods is either itemized or not itemized, that a per unit price is or is not set on 
each item. Something else must have been intended. As suggested above, “in bulk” 
has served as a relative quantitative minimum in states having statutes which prohibit 
the sale of “any part.” While the section we are considering contains the limitation 
“major part,” there is no specific quantitative minimum set in the alternative situa- 
tion. In the determination of whether enough is left to carry on the business in the 


substantial part” may be less than a “major 


usual way, the quantity sold may vary from little to much. Certain businesses are 
always that close to the “brink.” I suggest that “in bulk” serves as a relative 
quantitative minimum when the problem is the determination of whether enough 
has been sold so that what is left is not enough to conduct the business in the regular 


manner. 

“In bulk” and “not in the ordinary course of the transferor’s business” have been 
so interwoven in judicial decisions that it is nearly impossible to determine where 
one ends and the other begins.’* It is believed that the use of “in bulk” in this 
section is justified on two grounds; (1) the reason stated above, #.¢., to serve as a 
relative quantitative minimum when the issue is whether enough has been sold so 
that what is left is not enough to run the enterprise in the regular way, and (2) 
because “bulk sales” is now a generic term in common usage to describe this type of 
transaction. 

Within the same section is included a description of the types of businesses 

* The statutes of five states now contain similar terminology, but the reference is not exclusively to 
“equipment.” It is generally applicable in those statutes to the merchandise as well. See Cav. Civ. Cope 
§3440 (Deering, 1949) (substantial part); Ky. Rev. Star. §377.010 (1946) (large part); N. J. Rev. Strat. 
tit. 46, c. 29, §1 (1937) (large part); N. C. Gen. Strat. §39-23 (1943) as amended by N. C. Laws, 


1945, c. 635 (large part); Pa. Stat. ANN. tit. 69, §525 (Purdon, Perm. ed.). The Oregon statute refers 
to “all or substantially all of the fixtures.” Ore. Comp. Laws ANN, c. 4, art. 2 (1940) as amended by 


Ore. Laws 1949, ¢. 435. 
**Billig and Branch, supra note 9. 
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covered, a description of the type of goods covered, a description of the kind of trans- 
fers covered, and a statement that all bulk transfers of goods within the state are 
subject to the Article. Subsection 10-101(4) contains, in one sense, a somewhat 
broader description of businesses covered than is usually found in existing statutes, 
while in another sense it is narrower than that found in some others. Thus it 
would include retailers, wholesalers, and manufacturers. Usually manufacturers," 
and occasionally wholesalers,'* are excluded from the operation of bulk sales statutes. 
Conversely it excludes all service establishments, while some of the existing statutes 
cover service establishments.’® The Reporter recognizes that some bulk sales risks 
inhere in the excluded businesses, but he wisely points out that “. . . unsecured 
credit is not commonly extended in the faith either of a stock of merchandise or of 
equipment . . .” in the case of businesses which sell services rather than goods.'* In 
terms of commercial practice this means simply that there will be a change one way 
or the other in most jurisdictions as to which businesses are included in the Act. 
Section 9-109 of the Code defines “inventory” as follows: 


Goods are 
(5) “inventory” if they are held or are being prepared for sale or furnished under a con- 


tract of service or if they are raw materials, work in process or materials used or 
consumed in a business. Inventory does not include farm products or equipment; 


and defines “equipment” as follows: 


Goods are 


(3) “equipment” if used by a debtor in business (including farming or a profession) or by 
a debtor who is a non-profit organization or a governmental subdivision or agency 
or if they are not included in the definitions of inventory, farm products or consumer 
goods. Equipment does not include goods which at the time a security interest 
attaches are being held or prepared for sale in the ordinary course of the debtor’s 
business... 


** See ¢.g., Frederick v. Dettary Engineering Co., 318 Mich. 252, 28 N. W. 2d 94 (1947). Cases are 
collected in Notes, 168 A. L. R. 735 and 762 (1947). 

7° Connecticut Steam Brown Stone Co. v. Lewis, 86 Conn. 386, 85 Atl. 534 (1912). The Con- 
necticut statute at that time applied only to one “. . . who makes it his business to buy commodities and 
sell the same in small quantities for the purpose of making a profit... .” Conn. Laws 1903, c. 72. 
The statute has since been amended, and is apparently broad enough to include wholesalers. III Conn. 
Gen. Star. §§6705-7 (1949). 

7° Cat. Civ. Cope §3440 (Deering, 1949) “. . . of the fixtures or store equipment of a baker, cafe, 
or restaurant owner, garage owner, machinist, cleaner and dyer. . . .”. IpaHo Cope ANN. tit. 64, §701 
(1949) “. . . or any portion of the property . . . of a hotel, restaurant, barber shop or any place of 
business wherein the furniture, fixtures, or equipment are used in carrying on said business... .” 3 Nes. 
Rev. Star. c. 36, §501 (Supp. 1949) “. . . by any person . . . engaged in a business in which no stock 
of merchandise is maintained. . . .” Ore. Laws 1949, ¢. 435 “. . . any commercial business or establish- 
ment, including restaurants and other food dispensing establishments. . . .” 2 Uran Cope ANN. tit. 
33, c. 2, §1 (1943) “... property . . . of a hotel, restaurant, barber shop or other business... .” 7 
Wasn. Rev. Stat. ANN. §5832 (Remington 1932) as amended by Wash. Laws 1939, c. 122 and Wash. 
Laws 1943, c. 98 “. . . or any restaurant, cafe, beer parlor, tavern, hotel, club or gasoline service 
i: re a 

*7 Comment to §7-701 of the May 1949 Draft of the Code. §7-701 is now, in substance, §10-102 of 
the Code. 
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The phraseology of the section seems designed to be an integral part of the 
statement of businesses covered. Thus it would seem to cover all chattels owned by 
a business except those expressly excepted by the above subsections. Most important 
among the different possible kinds of chattels within the “equipment” class would 
be what are presently described in bulk sales statutes as “fixtures,” although obviously 
“equipment” is a broader word than “fixtures.” Roughly speaking, it includes 
all tangible chattels, both real and personal, which are used in any of the included 
businesses except those specifically excepted. The definition of inventory is broad 
enough to include manufacturing businesses. The language of Section 10-102 
clearly excludes from the statute transfers of intangibles such as accounts receivable 
and good-will. 

Subsection 10-102(2) states: 

(2) “Transfer” includes the voluntary creation of a lien or other security interest in such 
property. 

The language precludes a holding, common under some statutes, that whether a 
chattel mortgage is interdicted by the statute depends on whether the state is a “lien- 
theory” or “title-theory” state.’ 

Section 10-103 enumerates those transfers which are excepted from the Article. 
The first exception is stated thus: 

(1) Those made for the sole purpose of giving security for the repayment of new value 


extended to the transferor (Section 9-111). But if a bulk transfer also secures existing 
debts it is subject to this Article as to them; 


Whether chattel mortgages and pledges are transfers within the meaning of that 
term as found in existing bulk sales acts is a controversial question.’ Some of the 
existing statutes contain provisions which bring bulk mortgages within them.”” In 
other jurisdictions separate statutes relating to bulk mortgages may be found.” As 
indicated above, where there is no express statutory provision, the courts have dis- 
agreed, and the turning point has usually been whether title passed to the mortgagee. 
What is important is that this statute clearly provides an answer, and a very sensible 
one. Transfers made to give security for new value are excluded. The reason is that 
those transfers are completely covered in Article 9 of the Code. It would seem that 
any security transfer for new value, except one of the purchase-money chattel mort- 

** See, ¢.g., Linn County Bank v. Davis, 103 Kans. 672, 175 Pac. 972 (1918). 

2” See 1 GARRARD GLENN, FRAUDULENT CONVEYANCES AND PREFERENCES (Rev. ed. 1940) §310; Note: 


20 Iowa L. Rev. 815 (1935); 33 Micu. L. Rev. 456 (1934); 51 Nat. Corp. Rep. 353 (1915); Legis. 44 
Harv. L. Rev. 638 (1931); Montgomery, The Bulk Sales Law As It Was Intended to Be and As It Is, 2 
Cr. Montuty 8 (May, 1923). 

296 Ark. Stat. ANN. tit. 68, §§1501-1504 (1947) (Mortgages on fixtures only and where goods have 
been stored or deposited in compliance with the Warehouse Receipts Act are excluded); Car. Civ. Cope 
§3440 (Deering, 1949) (covers mortgages on fixtures only and specifically excludes mortgages made for 
the benefit of creditors generally; also excludes Warehouse Receipts situation); La. Gen. Stat. ANN. tit. 
58, c. 3, §5 (Dart, 1939) (includes pledges and mortgages without qualification.) 

*2 Mich. Comp. Laws §§442.51-442.53 (1948); N. Y. Lien Law §230a; Ox a. Stat. tit. 46, §91 


(1949 Supp.). 
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gage variety, would contain the same danger of prejudicing creditors that a sale 
would, but the decision on that issue was made elsewhere in the Code.?* 
The second exception is stated thus: 


(2) General assignments for the benefit of all the creditors of the transferor, and subse- 
quent transfers by the assigneee thereunder 

Three things should be noted: (1) the assignment must be for the benefit of all 
creditors, (2) nothing prohibits the assignor’s requiring a release of the entire debt 
as a condition of participation, and (3) subsequent transfers by the assignee are 
excluded. The explanation is that a general assignment does not prejudice creditors, 
it benefits them. This provision may encourage the use of general assignments in 
those jurisdictions where they are not now excluded from the bulk sales statutes. 


Subsection (3) states that “Sales in foreclosure of a lien or other security interest” 
are excluded. There have been some holdings that even though ‘he transfer of a 
security interest is not within the statute, the foreclosure of the interest is within it.?4 


That problem, with its unfortunate solution, is eliminated. 

Subsection (4) provides that “sales by executors, administrators, receivers, trustees 
in bankruptcy, or any public officer under judicial processs” are excluded. A similar 
provision is found in almost all of the existing statutes. 

Subsection (5) is stated as follows: 


Sales made in the course of proceedings for the dissolution of a corporation and of which 
the creditors of the corporation receive advance notice substantially equivalent to that 
provided in this Article; 
This provision is new but it is self-explanatory and seems eminently sensible. 

The next subsection is one of the key parts of the Article. It excepts: 


(6) Transfers to a person maintaining a known place of business in this state who becomes 
bound to pay the debts of the transferor in full and gives public notice of that fact, 
and who is solvent after becoming so bound; 


This section is unlike anything found in any of the existing statutes. It represents 
a recognition of the fact that this Article imposes a substantial amount of red tape. 
The idea is that the red tape should be eliminated as much as possible. Thus 
the Comment to the Section states in part: “If the buyer is willing to assume personal 
liability for those debts and is himself solvent after such assumption, there is no 
reason to subject the transaction to the delay and red tape which this Part imposes.” 
This provision will have a great impact on commercial practices as I have defined 
them. What we have is a real alternative to compliance with the statute in a situation 
where it seems that such an alternative should be present. It will mean that where 
there is a need for speed, as is often the case, the buyer may choose to assume liability. 

7? See Code §g-107, particularly Subsection (c) thereof. 

*8 Vaughan v. Tyler, 206 Mo. App. 1, 226 S. W. 1034 (1920). The case, however, was overruled in 


Farmers’ Cooperative Co. v. Bank of Leeton, 319 Mo. 548, 4 S. W. 2d 1068 (1928). 
7* Comment to §7-703 of the May 1949 Draft, which is in substance the present Section 10-102. 
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He will do this, obviously, only where he can be certain that he knows all of the 
seller’s creditors, and where the seller’s debts do not exceed the agreed price for the 
goods. He may also require a bond of the seller if he deems it necessary. The 
creditors are in no position to complain. They have a direct action against a 
solvent person who can be located easily. They are in a much better position than 
they would otherwise be, and can probably collect with a minimum of expense and 


trouble. 
Subsection (7) is another very important part of this Article. It excepts: 


(7) A transfer to a new business enterprise oganized to take over and continue the 
business, if the new enterprise assumes the debts of the transferor and he receives 
nothing from the transaction except an interest in the new enterprise junior to the 
claims of creditors; 

This too embodies a new idea. There has been a wide variance on the point in the 

cases;*° only one of the existing statutes expressly covers the situation.*” The Re- 

porter points out that “... in all the transactions to which the subsection applies (a) 

both the original debtor and the new enterprise are personally bound to pay the 

debts, (b) the property subject to the debts before the transfer is still subject to them, 
and (c) the original debtor has taken nothing out of the transaction except an 
interest (shares in a corporation or an interest in a firm) which is junior to the 
debts.” Again, this seems to be a sensible exception and of great value in eliminating 
the red tape referred to above. 

Subsection (8) simply excepts property exempt from execution, a clearly proper 
rule since the sale of exempt property could in no way prejudice creditors. 

Sections 10-104, 10-105, and 10-106 provide that a bulk transfer shall be ineffective 
as against any creditor of the transferor unless certain things are done. The phrase 
chosen to describe the effect of non-compliance is not found in any of the existing 
statutes. They are rather framed in fraudulent conveyance terms; thus, void,?’ 
fraudulent and void,”* presumed to be fraudulent and void,”* conclusively presumed 


© Cases are collected in Note, 96 A. L. R. 1213 (1935). 

2° La. Gen. Stat. ANN. tit. 58, c. 3, §5 (Dart, 1939). 

87 4 Ariz. Cope ANN. §58-301 (1939); 6 ARK. SraT. ANN. tit. 68, §1501 (1947); Coto. SraT. ANN. 
c. 27, §1 (1935); II] Conn. Gen. Stat. §6705 (1949); 7 IND. Stat. ANN. §33-201 (Burns, 1933); II 
Iowa Cope §555.1 (1950); Kans. Gen. Stat. ANN. §58-101 (1935); La. Gen. Srar. ANN. tit. 58, 
c. 3, §1 (Dart, 1939); II Me. Rev. Star. c. 106, §6 (1944); 3 MicH. Comp. Laws §442.1 (1948); Nes. 
Rev. Star. §36-501 (Supp. 1949); 4 N. M. Sratr. ANN. §53-1001 (1941); N. Y. Pers. Prop. Law §44; 
5 N. D. Rev. Cope §51-0202 (1943); 7 Onto Gen. Cope ANN. §11102 (Page, Lifetime ed.); Tex. Star. 
art. 4001 (Vernon, 1948); 8 Va. Cope §55-83 (1950). 

** IpaHo Cope, tit. 64, §702 (1949); ILL. Rev. Srar. c. 121 %, §78 (1945) as amended by Ill. Laws 
1947, p. 1516; Ky. Rev. Stat. §377.050 (1946); Mp. Cope Ann., art. 83, §98 (Flack, 1939); III Mass. 
Laws ANn., c. 106, §1 (Michie, 1946 Recomp.); Mo. Rev. Stat. §3517 (1939); 2 Mont. Rev. Cope ANN. 
§18-202 (1947); 3 Nev. Comp. Laws §6817 (Hillyer, 1929); If N. H. Rev. Laws, c. 262, §43 (1942); Pa. 
Stat. ANN. tit. 69, §523 (Purdon, Perm. ed.); R. I. Gen. Laws tit. L, c. 483, §1 (1938); 2 Uran Cope 
ANN., §33-2-2 (1943); Vr. Pus. Laws §7918 (1933); 7 WasH. Rev. Star. ANN. §5833 (Remington, 
1932) as amended by Wash. Laws 1939, c. 122 and Wash. Laws 1943, c. 98. 

*° Ata. Cope, tit. 20, §10 (1940); Dev. Rev. Cope, §3110 (1935); Il Minn. Srart., §513.18 (1945); 
I Miss. Cope ANN., §274 (1942); OKLA. Star. ANN, tit. 24, c. 3, §71 (1941); 5 TENN. Cope ANN. §7283 
(Williams, 1934). 
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to be fraudulent and void,*° conclusively presumed to be fraudulent,*' presumed to 
be fraudulent,** voidable,** prima facie be presumed to be fraudulent and void,** 
presumed to be fraudulent and therefore void, and shall be held to be prima facie 
void. As might be expected, a variety of judicial opinion as to the meaning of 
such phrases has resulted.*° The courts have not held that any of the above phrases 
means “void” literally, #.e., of no effect even between the parties, but they have dis- 
agreed as to whether a rule of substantive law or a rule of evidence had been en- 
acted.** The question has been resolved into one of whether a non-complying pur- 
chaser can prevail when he demonstrates that he acted in good faith. Again, the 
significance of the Section under consideration is that that problem has been avoided. 
Clearly the transfer can be avoided by creditors in any case where there is non- 
compliance. This, of course, will have its greatest effect in those jurisdictions which 
presently hold that a sale not in compliance is only prima facie void. 

The requirements for compliance are not all found in the same Section. The 
reason is that each requirement is not applicable to every type of transfer. Section 
10-104 provides that three things must be done in every type of bulk transfer subject 
to the Article except as otherwise provided in Section 10-108, relating to auction sales. 
Those three things are: (1) The transferee must require the transferor to furnish a 
list of his existing creditors. The list 


. must be signed and sworn to or affirmed by the transferor or his agent. It must 
contain the names and business addresses of all creditors of the transferor, with the 
amounts when known, and also the names of all persons who are known to the trans- 
feror to assert claims against him even though such claims are disputed. 


(2)A schedule of the property transferred sufficient to identify it must be prepared. 
(3) The list and schedule must be preserved by the transferee for six months after 
the transfer and the transferee must permit inspection of either or both or copying 
therefrom at all reasonable hours by any creditor of the transferor, or alternatively, 
the transferee may file the list and schedule in a public office. “Responsibility for the 


completeness and accuracy of the list rests on the transferor, and the transfer is not 
rendered ineffective by errors or omissions therein unless the transferee is shown to 
have had knowledge.” 

The first and second of these requirements are found in nearly all of the existing 
statutes, the schedule of property being more often referred to as an inventory. In 
most statutes, there is a provision requiring that the cost price of each item be listed 


*° Cat. Civ. Cope, §3440 (Deering, 1949); Ore. Comp. Laws ANN. c. 4, art. 2 (1940) as amended 
by Ore. Laws, 1949, ¢. 435; Wis. Star. §241.18 (1949); D. C. Cope §28-1702 (1940). 
** Ga. Cove, §28-205 (1933). 
5? Fra. Stat. §726.04 (1941). 
83.N, J. Rev. Stat. tit. 46, c. 29, §1 (1937). 
**3.S. C. Cope §6617 (1942). 
85 3 Wyo. Comp. Star. ANN. §41-701 (1945). 
*® See Note, 75 A. L. R. 674 (1931) for a collection of cases. 
57 Thid. 
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if possible.** That requirement represents the epitome of the red tape referred to 

above. What is needed is sufficient definiteness that the property may be identified, 

and, of course, that is the provision of the Section under consideration. 

The purpose of the third requirement is to aid in carrying out one of the purposes 
of bulk sales acts, z.e., to aid in carrying out the policies of the Uniform Fraudulent 
Conveyances Act and of the Bankruptcy Act. Thus the schedule and list are avail- 
able so that creditors may know whether they can attack the transfer as a conveyance 
fraudulent in fact, either in bankruptcy proceedings or otherwise, even though 
the Bulk Transfer Act has been complied with. The requirement is thus a salutary 
one. 

Subsection (3), quoted above, places responsibility for omissions from the list of 
creditors squarely where it belongs, on the only person who in fact has such knowl- 
edge that it is fair to place responsibility on him—the transferor. Lack of similar 
language in the present statutes has caused some difficulty, with at least one court 
holding that the responsibility rests with the transferee.*” While that decision is 
extremely unfortunate from the point of view of both fairness and commercial 
expediency, a still more important result is the fact that a good deal of money has 
been spent in litigating a matter when the inclusion of a simple provision like the 
one we are considering could have avoided that expenditure and waste. 

Section 10-105 states additional requirements—those relating to notice to creditors 
of the transferor—as follows: 

In addition to the requirements of the preceding Section: 

(1) A bulk transfer subject to this Article which is made to secure an existing debt or 
debts is ineffective against any creditor of the transferor until the transferee gives 
notice of the transfer in the manner hereinafter provided (Section 10-107). 

(2) Any other bulk transfer subject to this Article except one made by auction. sale 
(Section 10-108) is ineffective against any creditor of the transferor unless at least ten 
days before the goods are moved or the transferee takes possession of them or the 


interest of the transferor passes to the transferee, whichever happens first, the transferee 
gives notice of the transfer in the manner hereafter provided (Section 10-107). 


The comment to the Section indicates that the purpose of Subsection (1) is to 
notify other creditors so that they may decide whether to object on the ground that 
the transfer may constitute a preference under the Bankruptcy Act. Since there 
is generally nothing improper about such a transfer, and since attack may be made 
within four months under the Bankruptcy Act, notice need not be given in advance 
of the transfer.” The transfer is ineffective, #.c., creates no rights in favor of the 
transferee, until the notice is given. That sanction seems appropriate. 

Subsection (2) is the heart of any bulk sales statute. Notice in advance is con- 


See, ¢.g., 3 Mucn. Comp. Laws §432.1 (1948) “. . . unless the seller... and purchaser . . . shall 
she \ 


. make a full detailed inventory, : the quanuty and, so far as possible with the exercise of 
reasonable diligence, the cost price to the scller . . . of each article to be included in the sale... .° The 
provision is typical. 

*® Walton v. Walter Fisher Co., 146 Miss. 201, 111 So. 364 (1927). 


“’ See Comment 4 to &10-105, Spring 1950 Draft. 





Errect OF THE BuLK SaLes ARTICLE 297 


sidered to be the only effective way of protecting creditors. It is during that period 
that creditors may take any appropriate action to stop the sale if it is an improper 
one, or may assert pressure to see to it that their interests are properly protected. 
In the absence of such a provision the transferor could pocket the proceeds and 
disappear, the very thing which the statutes are designed to prevent. Of course, 
notice is of less importance where there is a requirement of application of proceeds, 
but nevertheless it remains of value. For instance, the consideration may be mani- 
festly unfair, in which case the creditor may seek to have the transaction set aside as a 
fraudulent conveyance; or there may be omitted creditors who may receive notice 
only because of the fact that other creditors have been notified, and who may, there- 
fore, file their claims in time to participate in the distribution. 

Section 10-106 is the most controversial Section of this Article. As yet no agree- 
ment has been reached as to whether it should be included at all.*? It provides an 


additional requirement in cases where new consideration becomes available to the 


transferor as a result of the transfer, in the following language: 


In addition to the requirements of the two preceding Sections: 


(1) Upon every bulk transfer subject to this Article for which new consideration becomes 
payable except those made by sale at auction it is the duty of the transferee to assure 
that such consideration is applied so far as necessary to pay those debts of the trans- 
feror which are either shown on the list furnished by the transferor (Section 10-104) 
or filed in writing in the place stated in the notice (Section 10-107) within thirty days 
after the mailing of such notice. This duty of the transferee runs to all the holders 
of such debts, and may be enforced by any of them for the benefit of all. 

(2) If any of said debts are in dispute the necessary sum may be withheld from distri- 
bution until the dispute is settled or adjudicated. 

(3) If the consideration payable is not enough to pay all of the said debts in full distri- 
bution shall be made prorata. 


An obligation of this sort is now imposed by the statutes of nine states, those 


42 


statutes being in what is called the “Pennsylvania form.’** It is designed to afford an 


even greater degree of protection to creditors. The principal objection is that it 
imposes too great a burden on the transferee. In this respect, two things should be 


“The Note found in the Spring 1950 Draft, as corrected by Professor Bunn’s letter referred to in 
footnote 5, supra, reads in part: ‘ 

“This section is in brackets to indicate doubt whether the Act should impose any obligation on bulk 
buyers to see to the application of the proceeds. 

“No such obligation is imposed by the law of New York or of those states which follow New York 
in this respect. It is imposed by the law of Pennsylvania and the states which follow Pennsylvania. A 
substantial number of states are in each group. 

“The draft of the Act considered at the Washington meeting (May 1949) contained a provision corre- 
sponding to this, which then received tentative approval. The sense of the St. Louis meeting (September 
1949) was however that it be eliminated. The May, 1950, meeting voted to retain the section, but in 
brackets, in order that a later meeting, or individual states, might decide the question finally.” 

*? Ipano Cope tit. 64, §702 (1949); Ky. Rev. Stat. §377.040 (1946); La. Gen. Srat. ANN. §9039 
(Dart, 1939); Mp. Cope Ann. art. 83, $98 (Flack, 1939); 2 Mont. Rev. Cove Ann. §18-202 (1947); 3 
Nev. Conup. Laws §6817 (Hillyer, 1929); Pa. Star. ANN, tit. 69, §523 (Purdon Perm. ed); 2 Uran Cove 
ANN. §33-2-2 (1943); 7 Was. Rev. Srat. ANN. §5833 (Remington, 1932) as amended by Wash. Laws 
1939, c. 122 and Wash. Laws 1943, c. 98. ; 
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noticed. (1) The only creditors protected are those listed plus those who file a 
claim within thirty days. This limitation considerably lessens the burden on the 
transferor. (2) Earlier drafts provided certain ways in which the obligation im- 
posed by the section could be met.** Three suggested methods were (a) an escrow 
arrangement, (b) payment into court, or (c) acceptance of a bond from transferor 
with a corporate surety. These methods were not intended to be exclusive. The 
Comment to the Section found in the May 1949 Draft suggests that “. . . deposit 
of the consideration in a special account subject to checks countersigned by the 
transferee or his agent” would be a simpler and yet suitable method. That Section 
of the Article has been eliminated, apparently on the theory that those methods of 
meeting the requirement would be available without express mention. It would 
seem, therefore, that by carefully limiting the duty of the transferee, the draftsman 
has eliminated the major source of objection. In any event the matter is not settled 
at the time of this writing. 

Section 10-107 provides for two forms of notice, one to be used if the transferor’s 
debts are to be paid in full as they fall due, the other where they are not to be so paid. 
In the former situation 


(1) The notice to creditors (Section 10-105) shall state: 

(a) that a bulk transfer is about to be made; 

(b) the names and business addresses of the transferor and transferee, and all other 
business names and addresses used by the transferor within three years last past 
so far as known to the transferee; and 

(c) whether or not all the debts of the transferor are to be paid in full as they fall 
due as a result of the transaction, and if so, the address to which creditors should 
send their bills. 


If the debts are to be paid in full, it seems clear that a simple form of notice will 
suffice. The creditors only need to know where to send their bills, and the notice 
will inform them. 

On the other hand, if debts are not paid in full, or where the transferee is doubtful 
about it, the creditors will want, and are entitled to, considerably more information. 
They will certainly want information which will enable them to determine whether 
the transaction is a voidable preference under the Bankruptcy Act, or a conveyance 


“* Section 7-710 of the May 1949 Draft provided: 

“Without prejudice to other means of performance, the obligation of the transferee for new considera- 
tion (Section 7-707) and of the auctioneer (Section 7-708) to assure due application of the proceeds 
is performed by: 

“(a) deposit of the consideration with a responsible agency under an agreement by it to apply so much 
as may be needed to pay the transferor’s debts as they may be established by a reasonable method and 
within a reasonable period fixed by the agreement and of which notice is given, and to pay the balance 
to the transferor. Thirty days after the notice is a reasonable period for the original filing of claims; or 

“(b) payment of the consideration into the registry of an appropriate court for distribution among 
the creditors of the transferor according to their several priorities; or 

“(c) acceptance of the transferor’s bond with corporate surety in an amount at least equal to the 
consideration for the transfer and conditioned for prompt payment of the transferor’s debts. If such a 
bond is given any creditor of the transferor may maintain an action on it for the benefit of all such 
creditors.” 
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fraudulent in fact because of inadequacy of consideration. Therefore, in that situa- 
tion the notice must also state: 


(a) the location and general description of the property to be transferred and the estimated 
total of the transferor’s debts; 

(b) the address where the schedule of property and list of creditors (Section 10-104) may 
be inspected; 

(c) whether the transfer is to secure or pay existing debts and if so the amount of such 
debts and to whom owing; 

(d) whether the transfer is for new consideration and if so the amount of such considera- 
tion and the time and place of payment; and 

(e) if for new consideration the time and place where creditors of the transferor are to 
file their claims. 


Obviously if Section 10-106 relating to the application of proceeds drops out of the 
Article, Subsection (e) of Section 10-107(2) must also drop out. The Section 
is largely self-explanatory but the distinction between Subsection (c) and Subsection 
(d) should be noted. Subsection (c) relates to transfers not for new value. Earlier 
drafts of the Article contained a separate section stating that in the case of transfers 
in payment of old debts, the standard notice in advance must be given.** This 
section has been dropped, presumably because it was superfluous. The rule laid 
down there is implicit in the remaining sections. The situation where the transfer 
is to secure old debts has been discussed in connection with Section 10-105 and 
particularly Subsection (1) thereof. In neither of those situations does any new 
consideration become available. 

Subsection (d), on the other hand, can be applicable only when the transfer is 
for new consideration (and it is so stated in the Subsection), since it provides for 
a statement as to the amount of that consideration and where it is to be paid. 

Section 10-108 relates the special rules applicable when the transfer is to be at 
auction. Obviously an auction will be utilized only where the transfer is an outright 
sale for new consideration. It provides: 


(1) A bulk transfer is subject to this Article even though it is by sale at auction, but only 
in the manner and with the results stated in this section. 
(2) The transferor shall furnish a list of his creditors and assist in the preparation of a 
schedule of the property to be sold, both prepared as before stated (Section 10-104). 
(3) The person or persons other than the transferor who direct, control or are responsible 
for the auction are collectively called the “auctioneer.” The auctioneer shall: 
(a) receive and retain the list of creditors and prepare and retain the schedule of 
property for the period stated in this Article (Section 10-104); 
(b) give notice of the auction personally or by registered mail at least ten days 
“* Section 7-706 of the May 1949 Draft was as follows: 
“In addition to the requirements concerning scheduling of property and listing of creditors .. . 
a bulk transfer subject to this Part in payment of an existing debt or debts is ineffective against any 
unpaid creditor of the transferor unless at least ten days before the goods are moved or the transferee 


takes possession of them or the interest of the transferor passes to the transferee, whichever happens first, 
the transferee gives notice of the transfer pursuant to the provisions of this Part on notice... .” 
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before it occurs to all persons shown on the list of creditors and to all other per- 
sons who are known to him to hold or assert claims against the transferor; and 

(c) assure that the net proceeds of the auction are applied as provided in this Article 
(Section 10-106). 

(4) Failure of the auctioneer to perform any of these duties does not affect the valid- 
ity of the sale or the title of the purchasers, but it renders the auctioneer liable to the 
creditors of the transferor as a class for the sums owing to them from the transferor 
up to but not exceeding the net proceeds of the auction. If the auctioneer consists of 
several persons, their liability is joint and several. 


Again it is clear that if Section 10-106 drops out, Subsection 10-108(3)(c) must also 
drop out. 

This Section, too, is self-explanatory, but it should be emphasized that the risk 
of liability is on the auctioneer and not on the individual purchasers at the sale. 
A few of the existing statutes so provide,*® but the idea is not so clearly stated as 
here. The provision is an important one for if auction sales are excluded “. . . the 
way would be open to a debtor to carry out a bulk transfer of his property without 
notice to his creditors and without any duty upon anyone to see to the application 
of the proceeds. . . .”*° 

Section 10-109 is another very important and somewhat controversial section. 
It first describes which creditors are entitled to the benefit of the statute in the 
following language: 


(1) The creditors of the transferor mentioned in this Article are those holding claims 
based on transactions or events occurring before the bulk transfer. 


That definition of creditors is broader than that found in any of the cases decided 
under the existing statutes.** It apparently includes claims whether they are in tort 
or contract, are liquidated or unliquidated, are secured or unsecured, are contingent 
or fixed, are presently due or not. An earlier draft so provided.** Despite the ab- 
sence of such language in this draft, nothing appears to limit the breadth of the 
definition in any way. It is recognized by the Reporter for the Article that “This 
all-inclusive listing may make it hard for the transferee to perform his obligation to 
assure due application of the proceeds.” His answer, however, is that “If the 
affairs of the transferor are so involved as to make it impractical to handle that obliga- 
tion otherwise . . .” the transferee should pay the proceeds into the registry of the 
appropriate court for distribution.*® 

Subsection (2) which is to be included only if Section 10-106 relating to the 


application of proceeds is retained provides for something like subrogation: 


*° Ca. Civ. Cope §3440 (Deering, 1949); Ky. Rev. Srar. §377.05c (1946); Pa. Stat. ANN. tit. 
69, §523 (Purdon, Perm. ed). 

** Comment to §10-108, Spring, 1950 Draft. 

*? See Notes, 84 A. L. R. 1406 (1933) and 102 A.L.R. 565 (1936); See also Note, 71 U. S. L. Rev 
607 (1937); Note, 21 Norre Dame Law. 134 (1945); Comment, 10 TuLane L. Rev. 131 (1935). 

“* See §7-711 of the May 1949 Draft. 

** The quoted language is from the Comment to §7-711 of the May 1949 Draft. It is not found in 
the Comment to §10-109 (the superseding provision) of the Spring 1950 Draft. 
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(2) Against the aggregate obligation imposed by the provisions of this Article concerning 
the application of the proceeds (Sections 10-106 and subsection (3)(c) of 10-108) the 
transferee or auctioneer is entitled to credit for sums paid to particular creditors of 
the transferor, not exceeding the sums believed in good faith at the time of the 
payment to be properly payable to such creditors. 

Under this wording, the idea that the responsibility for the completeness of the list 

of creditors rests with the transferor is reinforced. 

Section 10-110 provides that whether one who purchases from a non-complying 
transferee takes subject to defects in such transferee’s title, depends entirely on 
whether he had knowledge or notice of the defect. The rule seems clearly correct 
and represents the state of the existing law on the point.” 

Section 10-111 is the limitations section. It provides that: 


No action under this Article shall be brought more than six months after the date on which 
the transferee took possession of the goods unless the transfer has been concealed. If the 
transfer has been concealed actions may be brought within six months after its discovery. 


The Section is self-explanatory. 


II 


Some Errects oN CoMMERCIAL PRACTICES 


One question asked on the questionnaire referred to above related to the extent 
that escrow agreements have been used. Only the Missouri statute specifically 
provides that the purchase price may be put in escrow,” but it does not seem that 
any express statutory authorization is necessary. Thirteen persons answered the 
questionnaire. Nine of them indicated that escrow arrangements are seldom used in 
their territory, while four indicated that they are frequently used. Particularly if 
Section 10-106 relating to application of proceeds is included in the final draft of the 
Article, the escrow arrangement is a very sensible way of avoiding the red tape 
attendant on that requirement, and it seems likely that it will be a much more widely 
used device if the Code is adopted in that form. 

Another question was whether bonds are ever required. The answers make it clear 
that they are practically never used. Only the Kansas and North Carolina™ statutes 
expressly authorize the transferee to receive a bond from the seller in lieu of sending 
out notices to creditors. It will be recalled that one of the earlier drafts of this 
Article provided that “. . . acceptance of the transferor’s bond with corporate surety 
in an amount at least equal to the proceeds and conditioned for prompt payment of 
the transferor’s debts . . .”** would be an acceptable way of meeting and would 
considerably lessen the burden of performing the obligation to assure due applica- 
tion of the proceeds. The old Section also provided that “If such a bond is 

°° Credit Manual of Commercial Laws, 1941, p. 344. 

"1 Mo. Rev. Svat. §3517 (1939). 

®2 Kan. GEN. Stat. ANN. §58-102 (1935). 


°3 2 N. C. Gen. Srat. §39-23 (1943) as amended by N. C. Laws 1945, 
®# §5-910(c) of the May 1949 Draft. 
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given any creditor of the transferor may maintain an action on it for the benefit 
of all creditors. . . .”*® 

It is uncertain whether that alternative to compliance would be available without 
express mention. Certainly if notices are given so that the opportunity pf the 
creditors to learn of the transaction is not lessened, creditors would be prejudiced in 
no way by the adoption of that method of complying with the application-of-pro- 
ceeds requirement. Since that is true, I believe that courts would look favorably 
on such a procedure and that it could be used safely by the transferee. I further 
believe that it will come into more common usage if the application-of-proceeds 
requirement remains in the statute. 

Another question related to whether the existing statutes were often ignored 
because the seller was both honest and solvent. A variety of answers was received. 
Eight of the persons contacted indicated that the statutes are rarely ignored for this 
reason, suggesting that the single most important reason for non-compliance is 
ignorance of the existence of a bulk sales statute. The other five persons questioned 
indicated, however, that in their areas the statute is often ignored for this reason. 
In at least two answers, however, the writers frankly stated that their answers were 
based on opinion and not on knowledge. That is, of course, perfectly understandable, 
since that sort of transaction is not likely to come to the attention of Credit Men’s 
Associations. One other answer indicated, however, that in most instances the 
confidence of the transferee in the transferor turned out to be completely unjustified. 
Obviously that danger cannot be eliminated except by compliance. The important 
thing to consider is just how serious a danger it is. Is the risk sufficiently small so 
that the transferee can afford to take that risk in order to avoid the red tape involved 
in complying with the statute? 

Another answerer astutely insisted on distinguishing between situations where 
the seller was solvent beyond question, and those where he was considered to be 
honest beyond question. In the first situation, he indicated that compliance was 
completely unnecessary, but in the second situation his answer was in the negative. 

I do not believe that the enactment of this Article will have any great effect on the 
number of cases in which the act will be completely ignored. That seems to be 
dependent on external factors such as the solvency and reputation of the individual 
transferor involved rather than on the provisions of the Article. The Reporter 
points out, however, that in so far as the application of proceeds requirement is 
concerned, it can be ignored when the transferee is confident that the transferor can 
and will pay his debts in ordinary course.*® Obviously the choice of ignoring even 
that requirement would depend on the same external factors. 

Still another question related to the existence of fraud in fact in cases where the 
statutory requirements were not met. Eleven answers indicated that there were 
few or no cases where any actual fraud existed. One answer indicated quite the 
reverse, without qualification, while still another indicated that among small store- 
keepers there was a substantial number of instances where fraud in fact existed. 


"* Ihid ** Sce Comment to §10-106. 





Errect OF THE BULK Sages ARTICLE 


One of the stated purposes of this Article is 


. to assist the policing of the bankruptcy policy against preferences by calling to the 
attention of all creditors efforts by particular creditors to secure assignments of major 
parts of the common debtor's business property. . . . It is carried forward here by 
applying the notice requirement not only to outright transfers for new value, but to bulk 


transfers in payment of or to secure old debts. . . .57 


If it is true, as the answers indicate, that there are practically no cases of fraud in fact 
anyway, this purpose may well be the most important contribution of the Article, 


and it is a worthwhile contribution. 

It should be noted, however, that the question was somewhat ambiguous. What 
I intended to ask about was the number of cases where there was any “fraud” 
on the part of the transferor, regardless of whether the transferee joined in that 
fraud. If the answers are in response to the question so understood, then the above 
conclusion as to the major value of the Article seems sound. However, it is not 
unlikely that those queried understood by “fraud in fact” the typical fraudulent 
conveyance situation, z.¢., the situation where the transferee is a party to the trans- 
feror’s fraudulent intent. If that be true, there may well be many cases where the 
transferor alone had a fraudulent intent, and the other major policy of the act, 
i.¢., to prevent the transferor from pocketing the proceeds and disappearing,” re- 
mains dominant. I believe that under the latter assumption, the new article will 
make a major contribution if the application of proceeds requirement is retained. 
Such a requirement will insure against loss by creditors much more effectively than 
could any statute without such a provision. 

Another question related to the reason for the decrease in bulk sales litigation 
during the past decade. The majority of those queried simply said that more and 
more people have learned of the existence of the act, and that, of course, is an im- 
portant factor. One answer suggested that the law was too weak, others that the 
cost of availing one’s self of remedies under the act outweighed the relief which 
could be obtained, especially in small transactions. On the other hand, one answer 
indicated that a properly supervised bulk sale has been found to be a quick and 
effective method of receiving a fair return in an insolvency case, and so has been 
generally used.™ 

To the extent that litigation has decreased due to the fact that the bulk sale in 
compliance with a bulk sales statute has been found to be a commercially expedient 
method of handling a difficult situation, I am certain that adoption of this Article 
will continue the downward trend in bulk sales litigation. In my opinion it is a 
superior job of draftsmanship, one which reflects careful thought and meticulous 
weighing of choices, necessitated by the fact that the interests of creditors always 
conflict with the interests of purchasers. Because of that fact, I think the end product 
will prove more workable than any of the existing statutes, and that, therefore, cases 
of non-compliance will continue to decrease in number. 


"7 See Comment to §10-101. 58 Ibid. 
°° See also Harris, The Bulk Sales As a Vehicle for Effecting Out-of-Court Settlement With Creditors, 


55 Com. L. J. 317 (1950). 





INNOVATIONS IN ARTICLES THREE AND FOUR 
OF THE UNIFORM COMMERCIAL CODE 


RicHarp Cosway* 


This article proposes to apprise the reader of the more significant innovations to be 
found in Articles 3 (Commercial Paper) and 4 (Bank Deposits and Collections) of 
the Uniform Commercial Code.’ The plan followed is simple. First, an attempt 
will be made to state briefly some of the problems existing under the present 
Negotiable Instruments Law which warrant recodification. Second, an attempt will 
be made to indicate how the proposed Articles of the Uniform Commercial Code 
will solve those problems. Third, and finally, attention will be called to the changes 
to be found in the proposed Code which promise to be the most significant. Un- 
fortunately, time and space do not permit a complete analysis of all the modifications 
to be found, since the changes in wording are legion. 

Concerning a need for a change, no serious contention can be made that the 
present situation is anything like the hotch-potch existing prior to the enactment 
of the Uniform Negotiable Instruments Law. The absolute need for uniform legis- 
lation was so clear that all of the states, territories, and possessions of the United 
States, including the District of Columbia, have adopted the Uniform Negotiable 
Instruments Law.” In general, that law has been a workable statute, producing an 
orderly solution to the problems arising in the field of bills and notes. 

Inertia compels the mind to tend to want to stick with an old statute, uniformly 
adopted, which has become familiar, rather than to scrap the old in favor of a new, 
untried and unfamiliar piece of legislation. It would seem that strong and com- 
pelling reasons would have to be adduced before one would be motivated to support 
such a change. Are there any such reasons? 

The concept of a commercial code, correlating laws respecting sales, negotiable 
instruments, bank collections, documents of title, security transactions, and other 
related commercial problems is an obvious step forward. Today, the statutes in these 
fields are not well integrated. Difficult problems of construction arise when inter- 
pretation of two uncoordinated statutes is involved.* Divergent approaches exist 
among the various acts. Under the Negotiable Instruments Law, for example, 
paper which is bearer paper on its face remains negotiable by delivery, though 

* A.B. 1939, Denison University; LL.B. 1942, University of Cincinnati. Assistant Professor of 
Law, University of Cincinnati. 

* Citations appearing in this article are based on the Spring, 1950 Proposed Final Draft of the 
Uniform Commercial Code, for Article 3, and on the September, 1950 revisions of the Uniform Com- 
mercial Code for Article 4. 

* 5 Unirorm Laws ANNoratepD 6 (Supp. 1950). 


* See, ¢.g., Farm & Home Savings & Loan Ass'n of Missouri v. Stubbs, 231 Mo. App. 87, 98 S. W.2d 
320 (1936), involving the Negotiable Instruments Law and the Bank Collection Code. 
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specially indorsed;* while paper payable to order on its face, but indorsed in blank, 


may subsequently be controlled by a later special indorsement.* Under the 
Uniform Sales Act,® the Uniform Bills of Lading Act,’ and the Uniform Warehouse 
Receipts Act,* no distinction is made between documents running to bearer on 
their face and documents running to order and indorsed in blank. In both instances, 
a special indorsement may control the method by which the paper is thereafter 
to be negotiated. 

There is no inherent reason why different treatment in this regard should be 
given documents of title from that accorded money instruments, so the diversity in 
approach can only be explained by the historical accident that errors made in the 
first-written Negotiable Instruments Law were rectified in the later acts. 

A comparison of Section 7-501 of the Code with Section 3-204 will show that a 
uniform approach has been taken to both types of instruments. In both, the last 
indorsement controls, whether the paper is payable to bearer or payable to order on 
its face. This, of course, changes the common law rule,® and the rule of Negotiable 
Instruments Law Section 4o. The advantage gained is harmony among the various 
types of documents. In addition, the rule adopted seems to accord with business 
custom in treating in the same fashion paper which has been rendered bearer paper 
by a blank indorsement as that which is bearer paper on its face. A policy argu- 
ment could be made that to permit paper which is issued as bearer paper to be 
converted into order paper by a special indorsement is to modify the contract made 
by the maker or drawer, and thereby subject him to the added risk of forged in- 
dorsement which he didn’t contemplate.’° The desirability of permitting an owner 
of paper to control its negotiation and thereby preserve his property rights in the 
paper seems to outweigh that policy. At any event, the need for similarity of treat- 
ment in the various acts is patent and has been met." 

A second troublesome factor in the Negotiable Instruments Law is that statute's 
Narrow requirement that, “An instrument to be negotiable must conform to the 
following requirements.” Whiie it has been ably argued that this section does not 
forestall development of other forms of negotiable instruments," the effect of this 
restrictive language has been that, on occasion, the meaning of words has been 
strained in order to jam into the limits of the Negotiable Instruments Law bonds 
which contained provisions violating the plain meaning of that law.’* The courts 
were faced with a dilemma in many cases: either adhere to the letter of the law, 

* NEGOTIABLE INSTRUMENTS Law §40. ® NEGOTIABLE INSTRUMENTS Law §9(5). 

* §§28 and 29. 7 §§28 and 209. * §§ 37 and 38. 


* Smith v. Clarke, 1 Esp. 180, 170 Eng. Rep. 320 (N. P. 1794): Mitchell v. Fuller, 15 Pa. 268, 53 Am. 
Dec. 594 (1850). 

*° BRANNAN, NEGOTIABLE INSTRUMENTS Law ANNOTATED 630 (Beutel, 7th ed. 1948); Palmer, Negoti- 
able Instruments Under the Uniform Commercial Code, 48 Micu. L. Rev. 255, 275 (1950). 

™ Tt will be apparent that the analysis of §§9(5) and 4o of the Negotiable Instruments Law here 
made is extremely simplified. Other interpretations of these two sections are available. 

*? NEGOTIABLE INSTRUMENTS Law §1. 

** Beutel, Negotiability by Contract, 28 Iuv. L. Rev. 205 (1933). 

** See Britrox, Brits anv Notes §17 (1943). 
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thereby rendering non-negotiable many widely-held bonds, or stretch legal principles 
to permit declaration of negotiability of some doubtful instruments.’® 

The basic difficulty is that the large investment-securities market has developed 
for the most part since 1896, when the Negotiable Instruments Law was written. 
Though bonds were squeezed into the coverage of the act by court decision, as the 
illustrations just cited show, and though the Negotiable Instruments Law itself 
makes one reference to securities,'* it seems doubtful whether a development which 
occurred after the statute was written should be held to be covered by the statute. 
Sensing this anachronism, the drafters of the Uniform Commercial Code have with- 
drawn investment securities into a separate Article, where they are treated differently 
from short-term obligations.”* 

There have been other developments since 1896, rendering inappropriate certain 
requirements imposed by the Negotiable Instruments Law. Protest of an instrument 
drawn in New Jersey, payable in New York (or even Illinois or some more remote 
state), while appropriate in times when travel and communication were relatively 
slow and difficult, does not seem essential to modern practice. Some states have 
amended the Negotiable Instruments Law to change the definition of “foreign 
bills,” so as to make protest unnecessary for instruments drawn and payable within 
the United States.1* Accordingly, the Code’® makes protest mandatory only in case 
of drafts which on their face appear to be drawn or payable outside of the states 
and territories of the United States and the District of Columbia. Acceptance for 
honor, which likewise is obsolete, is abolished by the Code.” 

Indeed, certain defects in the Negotiable Instruments Law existed at the outset. 
Mention has already been made of the difficulties posed in construing Negotiable 
Instruments Law Sections 9(5) and 4o. Other illustrations come readily to hand, 
but only one will be specifically mentioned at this point. By virtue of the operation 
of Negotiable Instruments Law Sections 36(3), 37 and 47, an indorsement from A, 
“To B in trust for C,” has been held to terminate negotiability with the result that 
B isn’t a holder in due course.?!_ There are any number of sound reasons why an 
indorsee might want to take through an indorsement creating a trust for the benefit 
of a third person. An honest trustee might desire to hold all trust documents in 
that fashion, and that method of holding does not indicate that the indorsee gave no 

*© Two illustrations must suffice. In Enoch v. Brandon, 249 N. Y. 263, 164 N. E. 45, 46 (1928), 
bonds were declared negotiable, even though they contained a recitation of a securing mortgage “to 
which reference is hereby made for a description of the property mortgaged and pledged, the nature 
and extent of the security, the rights of the holders of the bonds with respect thereto, the manner in 
which notice may be given to such holders, and the terms and conditions upon which said bonds are issued 
and secured.” In Hibbs v. Brown, 190 N. Y. 167, 82 N. E. 1108 (1907), a bond was held negotiable, 
though expressly payable only out of the assets of a partnership which had a corporate-sounding name. 

*° NEGOTIABLE INSTRUMENTS Law §65 excludes from the warranty coverage of the law those persons 
“negotiating public or corporation securities.” 

7 §3-103 of the Code provides: “This Article does not govern money, documents of title or invest- 
ment securities.” 

8 Ca. Civ. Cope §3210 (1947); Note, 21 So. Cauir. L. Rev. 173 (1948). 


1° §3-sor. 2° § 3-410. 
21 Gulbranson-Dickinson Co. v. Hopkins, 170 Wis. 326, 175 N. W. 93 (1919). 
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value for the instrument” or that the taker isn’t a due course holder. It is submitted, 
therefore, that Gulbranson-Dickinson Co. v. Hopkins produces undesirable results 
and is wrong in policy; therefore, the Negotiable Instruments Law, which either 
required or certainly made easy that result, should be changed. The Code** will 
change the result of the Gulbranson-Dickinson case.” 

Other illustrations of erroneous concepts which have developed under the present 
statute will be adverted to in the discussion of significant developments resulting 
from the adoption of the Code. Their repetition here is deemed not necessary to 
establish the argument that there are defects in the Negotiable Instruments Law. 
However, one defect of prime importance in demonstrating the need for a recodifica- 
tion is the lack of uniformity in the Uniform Negotiable Instruments Law. About 
300 amendments have been made by various states to the law.*® Honesty requires an 
admission that this statistic overstates the argument, since most of the changes 
haven’t been of great significance, but the fact remains that even a cursory examina- 
tion of the Negotiable Instruments Law as annotated by the Editors of Uniform 
Laws Annotated*" will reveal some deviation in 116 of the 198 sections of the law. 

More significant, though, is the fact that courts have differed in the interpreta- 
tion of sections uniformly worded.** A compilation of the evidence to support this 
conclusion would be nothing other than a casebook for use in a course in Bills and 
Notes. Take but one illustration—the available interpretations of the effect of 
adding the words, “I assign the within note,” before a signature on the back of an 
instrument, or the words, “I assign my interest in the within note,” in the same 
position. Authority can be found that (1) this is a qualified indorsement,” (2) this 
is a blank or special indorsement,*° (3) this isn’t an indorsement at all,** or (4) the 
words aren’t a commercial indorsement so as to constitute a taker a due course holder, 
yet the writer of those words may be liable as an indorser.** To terminate this di- 


versity, the Code says: 


Words of assignment, condition, waiver, guaranty, limitation or disclaimer of liability 
and the like accompanying an indorsement do not affect its sufficiency for negotiation.** 


*2 Hook v. Pratt, 78 N. Y. 371, 34 Am. Rep. 539 (1879). 

°° Supra note 21. ®* §§3-206, 3-304(5)(e). 

°° §3-206, Comment 3. Professor Athol Lee Taylor’s argument in Indorsements for Collection:— 
Under the Negotiable Instruments Law and the Uniform Commercial Code, 1950 Wasu. U. L. Q. 55, 
70 et seq. (1950) to the effect that the rule of the Gulbranson-Dickinson case has not been changed 
may have overlooked the possibility that value given either by the trustee or the beneficiary is sufficient to 
constitute value within the meaning of NecotiaBLe INstRUMENTS Law §52. Stokes v. Riley, 121 Ill. 166, 
171 11 N. E. 877 (1887) shows this. 

2° James M. Ocpen, THE Law or Necoriasce INstRUMENTS §7 (5th ed. 1947). 

27.5 UnirorM Laws ANNOTATED (1943). 

8 Beutel, Problems of Interpretation Under the Negotiable Instruments Law, 27 Nes. Law Rev. 485 
(1948); Leary, Some Clarifications in the Law of Commercial Paper Under the Proposed Uniform Com- 
mercial Code, 97 U. oF Pa. L. Rev. 354 (1949). 

?° Marion National Bank v. Harden, 83 W. Va. 119, 97 S. E. 600 (1918); Evans v. Freeman, 142 
N. C. 61, 54 S. E. 847 (1906). 

®° Fay v. Witte, 262 N. Y. 215, 186 N. E. 678 (1933); Copeland v. Burk, 59 Oklahoma 219, 158 
Pac. 1162 (1916). 

*? Aniba v. Yeomans, 39 Mich. 171 (1878); Gale v. Mayhew, 161 Mich. 96, 125 N. W. 781 (1910). 

*? Carius v. Ohio Contract Purchase Co., 30 Ohio App. 57, 164 N. E. 234 (1928), criticized in 3 U. oF 
Cin. L. Rev. 225 (1929). 

*® §3-202(4). 
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Here again, example can be added to example, but it will be assumed that 
illustrations can be selected from materials later in this article to bolster the argu- 
ment presented. 

At this point, attention should be called to the second problem concerned in 
adoption of a recodification of the law governing bills and notes, namely, whether 
there is any reason to believe that the suggested statute can solve the existing prob- 
lems without creating new difficulties. Although the answer is speculative, there 
are factors which will make possible a greater degree of uniformity (if uniformity 
comes in degrees) under the new Code than exists under existing statutes. To 
predict that the Code will be a panacea would be unduly optimistic, but an espousal 
of the Code requires some evidence that improvements will follow its adoption. 
These suggestions are offered. 

First of all, experience is a good teacher, and the current crop of statute drafters 
has had the advantage of 54 years of dealing under the Negotiable Instruments Law. 
Flaws in that law have been ferreted out, so the new Code can be written with an 
eye toward correcting previous mistakes. Throughout the comments to the various 
sections of the Code, evidence abounds that the writers are familiar with existing 
case law, and that the legislation is written with that case law in mind. Not infre- 
quently, the Code appears ridiculous unless the present status of the law is kept 
in mind. For example, observe the following provisions of the Code with respect 
to want or failure of consideration: 

Unless he has the rights of a holder in due course any person takes the instrument 
subject to: . . . (b) all defenses of any party which would be available in an action on a 


simple contract; and (c) the defenses of want or failure of consideration, non-performance 
of any condition precedent, non-delivery, or delivery for a special purpose. . . 34 


Clause (b) appears sufficiently broad to include the defenses of want or failure of 
consideration, and clause (c) consequently seems redundant. Nonetheless, in Section 
3-408, the Code again declares: 

Want or failure of consideration is a defense as against any person not having the 


rights of a holder in due course. . . . 


The reader who challenges such a comprehensive coverage of so obvious a point 
is reminded of the fate of Negotiable Instruments Law Section 28, which states: 


Absence or failure of consideration is matter of defense against any person not a holder 
in due course. ... 


By weight of authority, absence and failure of consideration are thereby sufficiently 
clearly designated as defenses, so that the defendant would have the burden of 
establishing both.** However, many courts have refused to recognize this effect 
of the Negotiable Instruments Law and have continued to abide by the common law 
principle that where the issue is want of consideration, the burden to prove con- 


ae § oi 6 
3-306. 
*® Brirron, Bitts AND Nores 405 (1943); BRANNAN, NEGOTIABLE INTRUMENTS Law ANNOTATED 485, 
§24 (Beutel, 7th ed. 1948); 1 Witiistoxn, Contracts §108 (Rev. ed. 1936). 
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sideration is on the holder.** The Code’s specific provision, coupled with the pro- 
37 


2-207 


visions on burden of establishing defenses contained in Section 3-307,** will require 
all courts to treat both want of consideration and failure of consideration as matters 
for the defendant to prove. No suggestion is intended that these desired results will 
be automatic. Courts may decide cases, and lawyers may argue cases on the basis 
of statutes long since repealed, but the chances are that such errors will be minimized 


once the provisions of the Code are comprehended. 

To increase this protection against following traditional approaches, the Code is 
couched in new words. The drafters have elected not to put the wine of their new 
learning in old bottles. Where formerly appeared the phrase, “bill of exchange,” now 
appears the word “draft.”** This substitution was probably only a modernizing 
venture, not intended to produce legal consequences; however, other changes in 
wording will vitiate present decisions. Negotiable Instruments Law Section 9(3) re- 
quires an instrument to be payable at a “fixed or determinable future time.” The 
counterpart in the Code is Section 3-104(1)(c), which requires a “definite time.” 
Technically, cases construing the Negotiable Instruments Law’s requirement cannot 
be used to construe the new section, the interpretation of which must be based solely 
on the accompanying comments. 

These comments are a third reason why uniformity may be anticipated if the Code 
is adopted, since they are a means of knowing the vicariously acquired “legislative 
intent.”*® The comments are extremely beneficial, almost without exception. There 
are three such comments, however, which seem to contain some danger spots, and 
attention is invited to them: 

(1) In Section 3-307(3) the Code provides: 


After evidence of a defense has been introduced a person claiming the rights of a 
holder in due course has the burden of establishing that he or some person under whom 
he claims is in all respects*® a holder in due course. 


The comment to this section indicates that, “Nothing in this section is intended to 
say that the plaintiff must necessarily prove that he is a holder in due course. . . .”** 
It is submitted that the quoted section does just that, and that the comment seeks 
to interpret the section contrary to the plain meaning of the words used. The Code 
and comment are as misleading as the instruction of the trial judge held to be error 
in Beacon Trust Co. v. Ryder. A plaintiff isn’t bound to prove himself a due 


*° In re Kennedy's Estate, 82 Ohio App. 359, 80 N. E.2d 810 (1948), noted 18 U. or Cin. L. Rev. 219 
(1949) is a recent example. 

sve | When signatures are admitted or established, production of the instrument entitles a holder to 
recover on it unless the defendant establishes a defense.” A definition of burden of establishing appears 
in §1-201(8). 

°° The word “bill,” does, however, appear on occasion, e.g., in Comment 4 to §3-502. 

*° §1-102 contains a specific directive to look to the Comments to determine legislative intent. 

*° This phrase, “in all respects,” will, as explained in the Comment, require the holder to prove all 
of the elements of due course holding, thereby solving a problem over which opinions differ under the 
current statute. See Glendo State Bank v. Abbott, 30 Wyo. 98, 216 Pac. 700 (1923), for an analysis of 
the cases. ; 


“1 §3-307, Comment 3. 42 


273 Mass. 573, 174 N. E. 725 (1931). 
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course holder until the defendant has established a defense, because until that 
defense has been established, the issue of due course holding is not apposite. 
(2) In Section 3-403(2), the Code says: 
An authorized representative who signs his own name to an instrument is also per- 
sonally obligated unless the instrument names the person represented and shows that 
the signature is made in a representative capacity. (Italics supplied.) 


The word, “also,” indicates that somebody else is liable, but in the event that the 
principal’s name doesn’t appear, only the agent is liable.** It is suggested that the 
comment to this section does not sufficiently make clear when an agent may also be 
liable, the situation intended being the event that the principal’s name appears along 
with the agent’s name, without any indication that the latter signed for the former.*® 

(3) Comment g to Section 3-417** would seem to indicate that the warranties 
made by a transferor who does not indorse run to all subsequent holders of the instru- 
ment.*? Here again, the plain meaning of the section is to the contrary. 

These minutiae should not be thought, however, to deny the basic thesis that 
the comments are an excellent tool for interpretation of the statute, and they should 
be a vital factor in fostering uniform construction. 

The fourth and final suggestion why the Code will stimulate uniformity is that 
the integrated codification of commercial law subjects will remove the need for 
stresses and distortions in attempting to correlate conflicting legislation and common 
law principles and thus will obviate many opportunities for divergent views. An 
illustration here is the difference in interpretation of the effect of Negotiable Instru- 


ments Law Sections 119 and 120 on the common law suretyship defenses. As a 
common law matter, a surety is discharged by a binding agreement of the creditor to 
extend the time of payment to the principal debtor without a reservation of rights 
against the surety.“* The Negotiable Instruments Law, written probably without 
regard to these suretyship defenses, has produced a difference of opinion as to whether 
this defense remains available to a surety who signs as the maker of a negotiable 
instrument.‘ The Code treats the problem as follows: 


The holder discharges any party to the instrument to the extent that without such 
party’s consent the holder 


“* Obviously, the plaintiff's evidence on the question of due course holding must be introduced before 
the defendant's evidence on the question of the defense, but the approach here taken would be involved 
in phrasing instructions to a jury after all the evidence is in. The suggestion intended is that a court 
would err if it were to read, as its instructions to the jury, the statutory wording contained in §3-307(3). 

“* §3-401 provides: “‘No person is liable on an instrument unless his signature appears thereon.” 

*® Perhaps this argument is directed to the inclusion of the word “‘also,” in the statute, rather than 
to the Comment explaining it. The writer is unable to explain why this word was added after the 
May, 1949 draft where it does not appear. 

“° The relevant portion of this section is subparagraph (2): “Unless otherwise agreed any party who 
transfers an instrument for consideration so warrants to his transferee and if the transfer is by indorse- 
ment any subsequent holder if such person takes the instrument in good faith. . . .” 

‘7 The Comment says: “Subsection (2) changes the original Section 65 to extend the warranties 
beyond the immediate transferee in all cases. The warranty runs with the instrument... .” 

“® RESTATEMENT, SECURITY §129 (1941). 

“* Britton, Bitts anD Notes §301 (1943); Richards v. The Market Exchange Bank Co., 81 Ohio St. 
348, go N. E. 1000 (1910). 
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(a) without express reservation of rights releases or agrees not to sue any person 
against whom the party has to the knowledge of the holder a right of recourse on the 
instrument, or agrees to suspend the right to enforce against such person the instrument 


or collateral. . . °° 


By Section 3-415(5) an accommodation party who pays the instrument is given a 
right of recourse on the instrument.*? 

Under these two sections, a surety who appears as maker (or indorser, of course) 
of an instrument is discharged by an extension of time without reservation of rights. 
These sections are adroitly written, working a discharge of the person, not a discharge 
of the “instrument” as under Negotiable Instruments Law Section 119, and working 
this discharge without regard to the position of the surety on the instrument, if in 
fact he has a cause of action against another party which is interfered with by the 
extension. 

Furthermore, parol evidence of the accommodation is available as against one not 
a due course holder, but a holder in due course takes free of any suretyship defenses 
unless he knows of the suretyship relationship.** Finally, the suretyship right of 
subrogation is retained, entitling the surety to assert the payee’s right on the instru- 
ment.™ 

In short, unlike the Negotiable Instruments Law, the Commercial Paper Article 
of the Code is written with a cognizance of problems arising in other fields of the 
law and incorporates principles from those other fields. This should be a factor in 
simplifying interpretation of the Code. 

Of course, areas exist where uniformity will not be brought about. The section 
dealing with notes or acceptances payable at a bank™ is written with alternative 
provisions to adjust to differences in banking custom. In Section 3-106(2), pro- 
vision is made for divergent policies concerning stipulations obligating the payment 
of collection costs, attorney’s fees, and the like. Since opinions differ as to the 
validity of these provisions,” that difference of opinion will remain even after the 
Code is adopted. A similar leeway for difference of policy concerning cognovit 
notes is provided for by the Code.®® Further, the effect of the defense of infancy*’ 
is left to the common law rule of a particular jurisdiction. In effect, infancy is 
retained as a real defense, as is true under the Negotiable Instruments Law.*® How- 
ever, Section 3-207 of the Code changes current law, in that while an infant indorser 
may disaffirm his contractual liability, he may not recover the instrument from a 
holder in due course. This terminates an existing anomaly by which an infant 
vendor of a chattel cannot recover the chattel from a bona fide purchaser,” while 


®° §3-606(1). 

*? Thus another ambiguity in the Negotiable Instruments Law is removed. See Schmelze v. Trans- 
portation Inv. Corp., 94 N. E.2d 682 (Ill. App., 1950). 

°? §3-415. *° §§3-415(5), 3-601(3). 

54 63-122. 

58 OpceNn, NEGOTIABLE INSTRUMENTS §59 (1947) shows the various approaches taken. 

°° §3-112(2). ** §3-305. 

*® Murray v. Thompson, 136 Tenn. 118, 188 S. W. 578 (1916). 

“® UnrrorM Sates Act §24. 
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the infant indorser of a negotiable instrument can retake that instrument even from 


a holder in due course. 

So, in particular situations, there will be divergence in the law as it respects 
commercial paper, but in general, the suggestion is proffered that the Code will be 
an instrumentality for promoting uniformity. In short, the conclusion requested by 
the writer is that the case is made out for a change in existing codification and for 
the adoption of the Commercial Paper Article of the Code as the desirable change. 

There remains the third general division of this article, a presentation of some of 
the paramount innovations to be brought about by adoption of Articles 3 and 4 of 
the Uniform Commercial Code. Illustrations in the preceding discussion will not 
be repeated, though many of the changes there analyzed will be of great importance. 
The underlying scheme in the following comments is merely a culling out of various 
sections deemed worthy of note or criticism. The order followed is, for the most 
part, the order of appearance in the Code itself. 

In Section 3-102, certain definitions appear, among which are these: 

(d) An “order” is a clearly expressed direction to pay and must be more than a mere 
authorization or request. It must identify the drawee with reasonable certainty. It may 
be addressed to a single drawee or to drawees jointly or in the alternative but not in 


succession. 
(e) A “promise” is a clearly expressed undertaking to pay and must be more than a 
mere acknowledgment of an obligation. 


Obviously, the intended result of these sections is to compel a different result in 
>’ 

cases holding instruments to be negotiable when only an implied in fact or implied in 
law promise can be found.*' What, however, should be the effect of these sections 
on a fact situation similar to that posed in Didato v. Coniglio,®* where the defendant 
signed an instrument, “Pay to the order of X,” but addressed to no drawee? Cer- 
tainly, the defendant cannot be held as the drawer of a bill of exchange (as was true 
under the Negotiable Instruments Law), but in the Didato case the defendant was 
held liable as the maker of a promissory note. 

Exploring additional sections of the Code for an answer, one will come upon 
Section 3-104(2)(a), by which a draft is defined as an “order,” and Section 
3-104(2)(d), by which a note is defined as a “promise.” It would seem that the 
defendant cannot be held liable at all, therefore, and this conclusion is strengthened 
by the fact that Negotiable Instruments Law Section 10° is omitted by the Code.** 

°° Murray v. Thompson, supra note 58. 

*? “1 borrowed money from S, the sum of five hundred dollars ($500.00) with 4 per cent interest. 
The borrowed money ought to be paid within four months from above date. [Signed] V."’ In 
Shemonia v. Verda, 24 Ohio App. 246, 157 N. E. 717 (1927) a note containing those words was held 
to be an instrument for the unconditional payment of money only, within the meaning of a statute 
(Onto Gen. Cope §11334) authorizing a short form of pleading for such instruments. No question of 
negotiability was involved. A nice question of interpretation will be presented in Ohio, it would seem, 
as to whether the result of that case will be changed by codification of this section of the Code. 

*2 50 Misc. 280, 100 N. Y. Supp. 466 (Sup. Ct. 1906). 

*«“The instrument need not follow the language of this act, but any terms are sufficient which 
clearly indicate an intention to conform to the requirements hereof.” 

®* §3-104, Comment 6. 
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That section was relied on by the court in the Didato case. 
However, Section 3-119(a) of the Code states: 


Where there is doubt whether the instrument is a draft or a note the holder may treat 
it as either. A draft drawn on the drawer is effective as a note. 


How can a situation be conceived wherein doubt can exist whether an instrument 
is a note or a draft, when a note is a clearly expressed promise and a draft is a clearly 


expressed order? This Section introduces an element of doubt into the picture, 
and if the Section be thought applicable to the hypothetical case, it would produce 
a result like that of the Didato case. At any event, a foreboding of difficult con- 
struction problems is created by the apparent conflict between Sections 3-119(a) and 
3-102. Section 3-119(a) is a vestige from Section 17(5) of the present law, the repeal 


of which may be necessary. 

This same Section of the Code, by authorizing joint or alternative drawees, has 
changed the law with respect to the latter category. The Negotiable Instruments 
Law precludes both alternative and successive drawees."° The desirability of per- 
mitting alternative drawees has long been recognized,” so the change seems de- 
sirable. By Section 3-504(2)(d) of the Code, presentment may be made to any one 
of the alternative drawees and, if so made, will be sufficient to hold those parties 
who are secondarily liable. 

Section 3-104(2)(b) retains the essence of Negotiable Instruments Law Section 
185, defining a check as a draft drawn on a bank, payable on demand. The Code 
also recognizes the validity of antedated and postdated instruments,” so a postdated 
“check” is still possible under the Code. Presumably, a postdated check will be 
dealt with as a check, even though not technically payable on demand; consequently, 
the time for presentment specified for checks in Section 3-503 will apply to postdated 
checks. A similar problem is posed under the Negotiable Instruments Law, and the 
answer suggested is that reached by the courts under that statute. 

Greater difficulty may be encountered in dealing with two sections of the Code 


concerning negotiability of instruments secured by reservation of title. Section 
3-104(3) states: 


A writing which purports to create or reserve security rights does not fall within this 
Article, even though it also contains a promise to pay money. 


Then, Section 3-105(1)(d) announces: 


A promise or order otherwise unconditional is not made conditional by the fact that 
the instrument . . . states that it is secured, whether by mortgage, reservation of title or 
otherwise. 


How would the following instrument fit into these sections? 


On or before the first day of October, 1953, for value received, the undersigned 


°® Negotiable Instruments Law §128. *® OcpEN, NEGOTIABLE INSTRUMENTS §56 (1947). 


** §§3-315, 3-304(5) (a). 
** Philadelphia Liie Ins. Co. vy. Hayworth, 296 Fed. 339 (4th Cir. 1924). 
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promise to pay to Arkansas Valley Breeding Co. or order six hundred dollars, negotiable 
and payable at Little Rock, Ark.; it being given for Percheron stallion named Robert, 
No. 40681, and this day delivered to the maker of this note, with the understanding and 
agreement between the maker of this note and the Arkansas Valley Breeding Co. that 
the above described property is and shall remain in said Arkansas Valley Breeding Co., 
with full power of disposition without notice, in such manner as he may see fit, until paid 


for... °° 


The seller’s reservation of title does not condition the instrument under Section 
3-105(1) (d) ;”° however, some doubt seems to exist whether this same note might not 
come within the meaning of Section 3-104(3), since it reserves a security. A reference 
to the comment, though, warrants the conclusion that Section 3-104(3) is intended 
to remove from that Article instruments which are conditional sales, disguised as 
promissory notes." No definite guide exists to determine the precise provisions 
which may safely be included in a negotiable instrument.”* 

The entire problem of transferability of conditional sales contracts is difficult. 
Perhaps there are policy arguments why those instruments should not be negotiable;** 
therefore, the codifiers acted wisely in rejecting the Abingdon decision, but difficult 
problems of construction may be expected in this area of the Code. The test in each 
case must be whether the instrument is a conditional sales contract, disguised as a 
note and therefore not within the Article, or a note, carrying with it a protective 
reservation of title as security, and hence negotiable.’* 

An innovation more readily explained is contained in this same Section, dealing 
with conditional paper. The Code says: 


A promise or order otherwise unconditional is not made conditional by the fact that 
the instrument . . . is limited to payment out of the entire assets of a partnership, un- 
incorporated association, trust or estate by or on behalf of which the instrument is issued.”° 


This is new, and it will have the effect of making unnecessary the circumlocution 
demonstrated in Hibbs v. Brown,"* to which reference has already been made.” 


** Welch v. Owenby, 73 Ckla. 212, 175 Pac. 746 (1918), involved such a note. 

7° For discussion of cases under the existing statute, see Britton, Bits anp Nores §14 (1943). 

™ The Comment (Paragraph 3) cites as an example of the type of instrument covered the paper 
involved in Abingdon Bank & Trust Co. v. Shipplett-Moloney Co., 316 Ill. App. 79, 43 N. E.2d 857 
(1942). That paper was a conditional sales contract, embodying a promissory note. Clearly, that would 
no longer be negotiable. 

7? The Comment indicates that a negotiable instrument is a courier without luggage. That phrase 
didn’t mean anything when it was used in 1846 in Overton v. Tyler, 3 Pa. St. 346, 45 Am. Dec. 645 
(1846), and its repetition in the Comment doesn’t increase its significance. It would seem that some 
specific requirements must be set forth, and that the general concept of luggageless paper does not come 
to gtips with any legal problem. 

™§ Commercial Credit Corp. v. Orange County Machine Works, 34 Cal. 2d 766, 214 P.2d 819 (1950), 
illustrates the difficulty. And see Note, 57 Yate L. J. 1414 (1948). 

™Tt would appear that no difficulty will be encountered in the event that a note, otherwise negotiable, 
states that it is secured by a conditional sales contract or a chattel mortgage. §3-105(1)(d) seems to 
preserve negotiability there. The difficult situations will be those where the instrument itself reserves the 
security. 

7 §3-105(1)(g). 7° Supra note 15. 

*7 Similar in theory is §3-105(1)(f) by which a promise or order is declared not conditioned by the 
fact that it is limited to payment out of a particular fund if the instrument is issued by the government 
or a governmental agency. This, also, is new. 
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In Section 3-105 appears an example of the type of draftsmanship which occurs 
in several places in the Code, wherein the legislation seems to deal with specific 
minutiae instead of adopting genera! guiding principles. The particular subsection is 
Section 3-105(1)(b), providing: 

A promise or order otherwise unconditional is not made conditional by the fact that the 
instrument . . . states its consideration, whether performed or promised, or the transaction 
which gave rise to the instrument, or that the promise or order is made or the instrument 
matures in accordance with or “as per” such transaction. . . . 


At the other extreme, displaying what is not permissible in a negotiable instrument, 
Section 3-105(2) declares: 


A promise or order is not unconditional if the instrument (a) states that it is subject 
to or governed by any other agreement. . . . 


No objection is directed to the results produced by these sections in applicable 
cases. A note which recites that it is given “as per” another agreement is not 
rendered uncertain by that recitation. The drafters were attempting to insure this 
result, thereby overcoming some contrary decisions under the Negotiable Instruments 
Law.** The writer, however, doubts the desirability of legislating rules applicable 
to specific cases of this sort. Any number of combinations of words may raise the 
basic question whether the instrument is conditioned on another agreement or 
whether the other agreement is simply recited as an existing fact. The quoted words, 
“‘as per’ such transaction,” are examples, not rules. Why, therefore, should not 
those words be placed in the comment, illustrating what is meant by the clause, “A 
promise or order . . . is not made conditional by the fact that the instrument. . . 
states its consideration, whether performed or promised, or the transaction which 
gave rise to the instrument. . .”? 

While suggestions are being made concerning transmogrifying minutiae from 
statute to comments, one suggestion of a move in the other direction seems in order. 
Section 3-107, defining money and rejecting the legal tender test in favor of the 
broader test of circulability in a given area, is explained by good comments, the 
last sentence of paragraph 3 of which seems to state a principle worthy of codification. 
That sentence is: “The amount payable under an instrument which expresses the 
sum in foreign money is determined by the current rate of exchange at the time of 
default.” Money, like a French novel, frequently loses something in the translation, 
and a certain rule for measuring that loss (or gain) seems essential. The rule 
announced in the comment is the majority American rule, though there is authority 
to the contrary,”® taking other times for measuring the exchange rate. Unlike most 
comments appended to the Code sections, this statement does not serve to explain 


** Continental Bank & Trust Co. v. Times Publishing Co., 142 La. 209, 76 So. 612 (1917), noted 
5 Va. L. Rev. 284 (1918) and 27 Yate L. J. §59 (1918). 

**C. T. McCormick, Casks AND MATERIALS ON THE Law oF Damaces §49 (1935); Notes, 11 A. L. R. 
363 (1921), 33 A. L. R. 1285 (1924), 43 A. L. R. 520 (1926), 50 A. L. R. 1273 (1927), 105 A. L. R. 


640 (1936) (superseding 80 A. L. R. 1374 (1932)). 
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the basic statute. It gives a rule concerning which there is some difference vu! 
opinion in the authorities. In such a situation, codification of the rule would seem 
to be the only means for producing uniformity. At any event, the present position 
of this statement as a comment may constitute a danger spot so far as uniform con- 
struction of the Code is concerned. 

In Section 3-109 of the Article appear several highly desirable changes in the law 
with respect to the requirement that a negotiable instrument must be payable at a 
definite time. Unless some certainty exists as to when the instrument is due, its 
value becomes uncertain. Furthermore, an obligor needs to know with some degree 
of certainty when his obligation will be due, so he can have the money ready to make 
payment. The holder must also know when maturity occurs, so he can take neces- 
sary steps to hold secondary parties in case of dishonor. An instrument payable on 
the death of a person fails to meet any of these reasons, yet under the present law, 
a note payable on the death of a person, or any other event certain to occur, is 
negotiable.“ The Code wisely adopts a contrary position in Section 3-109(2).™" 

Equally difficult to justify is the rule adopted under the present statute that a note 
giving the holder an unlimited option to accelerate cannot be negotiable.** The 
Code’s provision with respect to acceleration provisions is: 

An instrument is payable at a definite time if by its terms it is payable at a definite 
time subject to any acceleration. . . .** 

A limitation on the power to accelerate is found, however, in Section 1-208, imposing 
a requirement of good faith belief of the holder that the hazard of nonpayment is 
increased before he may elect to accelerate an instrument giving him the right so to 
do “at will” or “when he deems himself insecure.” This approach, while having no 
previous statutory background, does accord with accepted principle.** 

A further restriction on accelerating provisions may be contained in Section 
3-112(1)(d): 

The negotiability of an instrument is not affected by . . . a term authorizing a confession 
of judgment on the instrument if it is not paid when due. .. . 


The necessary negative inference® is that a provision giving a power to confess 
*° Indeed, the official Comment 2 makes this more than an inference. 
judgment at any time destroys negotiability. A person drafting a negotiable instru- 


®° See discussion in Joseph vy. Catron, 13 N. M. 202, 81 Pac. 439 (1905). 

** “An instrument which by its terms is otherwise payable only upon an act or event uncertain as to 
time of occurrence is not payable at a definite time even though the act or event has occurred.” 

*? Puget Sound State Bank vy. Washington Paving Co., 94 Wash. 504, 162 Pac. 870 (1917); Chafee, 
Acceleration Provisions in Time Paper, 32 Har. L. Rev. 747, 775 (1919). 

®8 §3-109(1)(c). Professor Chafee’s learned discussion of acceleration provisions (supra note 82) 
would indicate that permitting “any acceleration” is too broad and that the accelerating event should 
be connected with collection of the paper. The courts, however, do not seem to have followed the 
suggested lead of Professor Chafee in this regard. See Charlton v. Reed, 61 Iowa 166, 16 N. W. 64 
(1883); Nickell vy. Bradshaw, 94 Ore. 580, 183 Pac. 12 (1919). 

®# See Manufacturers’ Finance Acceptance Corp. v. Woods, 222 Ala. 329, 132 So. 611 (1931), noted 
17 Va. L. Rev. 826 (1931) (involving a clause in a chattel mortgage authorizing repossession when the 
mortgagee “deemed” himself insecure). 
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ment must be careful, therefore, to restrict power to confess judgment so that it can 
be exercised only after the instrument becomes due.*® 

While extension of time of payment may be permitted without interfering with 
negotiability,*” a new provision may be found in Section 3-119(f) that: 


The following rules apply to every instrument. ... Notwithstanding any term of the 
instrument, the holder may extend it only with the consent of the maker at the time of 
extension. Unless otherwise specified consent to extension authorizes a single extension 
for not longer than the original period. 


This, too, accords with existing principles,** but it does serve to clarify a doubtful 


point under existing statutes. 


Section 3-112 improves and clarifies the provisions of Negotiable Instruments Law 
Sections 5 and 6, particularly by providing that a promise to give additional collateral 
on demand does not interfere with negotiability.“° Thereby a conflict of authority 
under existing legislation is ended.* 

Another new provision is Section 3-112(1) (f): 


The negotiability of an instrument is not affected by . . . a term in a draft providing 
that the payee by indorsing or cashing it acknowledges full satisfaction of an obligation 
of the maker or drawer. 


In this regard, it is suggested that the Code contains a rider which will serve to upset 
a principle of the law of contracts which has been settled (but wrongly) for many 
years. The particular provision is Section 3-702(3): 


Where a check or similar payment instrument provides that it is in full satisfaction of 
an obligation the payee satisfies the underlying obligation by negotiating the instrument 
or obtaining its payment unless he establishes that the original obligor has taken un- 
conscionable advantage in the circumstances or unless it is the drawer who has initiated 
eollection on behalf of the payee. 


At last, by this statute, a man may pay a debt by paying a lesser sum than is due; 
thereby shaking the foundations of an old rule of contracts.*' The rule has been 
criticized by many able scholars,®* so this Section will be welcome.** A similar 


*© This, of course, is also true under Negotiable Instruments Law §5(2). 

*7 §3-109(1)(d). 

** Pugh v. Dawson, 95 Cal. App. 505, 273 Pac. 39 (1929); Security National Bank of Sioux City v. 
Gunderson, 52 S. D. 25, 216 N. W. 595 (1927). 

*° §3-112(1)(c). 

*° Holliday State Bank v. Hoffman, 85 Kan. 71, 116 Pac. 239 (1911); Finley v. Smith, 165 Ky. 
445, 177 S. W. 262 (1915); First National Bank v. Blackman, 249 N. Y. 322, 164 N. E. 113 (1928). : 

*?In Ludington v. Bell, 77 N. Y. 138, 143, 33 Am. Rep. 601 (1879) the court says: “The doctrine 
that payment by the debtor of a less sum than the whole amount of the debt will not extinguish the 
debt, although the creditor expressly agree to receive it in full and give a receipt or writing to that effect, 
is well established by abundant authority. But while the correctness of the rule stated may be conceded, 
it should be borne in mind that it rests mainly upon a want of consideration for the promise made.” 

*2 F.g., MERTON L. Ferson, THE Rationat Basis of Contracts AND RELATED PRoBLEMS IN LEGAL 
ANALYsIS 153 ef seq. (1949). 

** While clearly the sections cited will cover most of the cases in which the problems arise, i.e., 
payment by check, there would seem to be a danger spot of uncertainty hidden in the two sections 
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policy will be found expressed with respect to the consideration section of the Ar- 


ticle.®* 


Another example of adroit handling of a snarled legal problem is demonstrated 
by Section 3-116°° as coupled with Section 3-407.°* These two sections simplify and 
correlate materials now covered in Negotiable Instruments Law Sections 13, 14, 15, 
and 124, and remove certain undesirable provisions of the present legislation. The 
rule of Negotiable Instruments Law Section 15, by which non-delivery of incomplete 
paper is a real defense, is reversed. Thereby harmony is produced between that 
situation and the situation in which paper is filled in by an agent in excess of the 
authority possessed by him.** It is worthy of notice at this point that the protection 


granted to due course holders by these and other sections will be accorded to payees 
(who meet the requirements of due course holding) by the Code.** Finally, with 
respect to material alteration, the Code makes clear that which is not clear under 
Negotiable Instruments Law Section 124, that liability is not discharged either (1) 
by alteration by a stranger or (2) by innocent alteration. 

Protection granted to due course holders by these sections is available, likewise, to 
drawee banks which pay out on altered checks. Section 4-501 provides: 


... (2) A bank that in good faith makes payment to a holder may charge the indicated 
account of its customer 

(a) according to the original tenor of his altered item; or 

(b) according to the tenor of his completed item, even though the bank knew it was 
incomplete when delivered. 


quoted. §3-702(3) applies to a “check or similar payment instrument.” What is a “similar payment 
instrument’? Further, in §3-112(1)(f) there seems to lie a basic inconsistency in that the statement 
is that negotiability “is not affected by a term in a draft providing that the payee by indorsing or cashing 
it acknowledges full satisfaction of an obligation of the maker or drawer.” Doesn't the word, “maker,” 
usually apply only to one who executes a note, thus leaving the inference that a note may also be 
negotiable even if it contains a term like that authorized for drafts? 

** §3-408, Comment 2. 

°° “(1) When a paper whose contents at the time of signing show that it is intended to become an 
instrument is signed while still incomplete in any necessary respect it cannot be enforced until completed, 
but when it is completed in accordance with authority given it is valid as completed. 

“(2) If the completion is unauthorized the rules as to material alteration apply (Section 3-407), even 
though the paper was not delivered by the maker or drawer; but the burden of establishing that any 
completion is unauthorized is on the party so asserting.” 

°¢(r) Any alteration of an instrument is material which changes the contract of any party thereto 
in any respect, including any such change in 

“(a) the number or relations of the parties; or 

“(b) an incomplete instrument, by completing it otherwise than as authorized; or 

“(c) the writing as signed, by adding to it or by removing any part of it. 

“(2) As against any person other than a subsequent holder in due course 

“(a) alteration by the holder which is both fraudulent and material discharges any party whose 
contract is thereby changed unless that party assents or is precluded from asserting the 
defense; 

“(b) no other alteration discharges any party and the instrument may be enforced according to 
its original tenor, or as to incomplete instruments according to the authority given. 

“(3) A subsequent holder in due course may in all cases enforce the instrument according to its 
original tenor, and when an incomplete instrument has been completed, before he takes, he may enforce it 
as completed.” 

®7 NecoTIABLE INstRUMENTS Law §14. 

°° §3-302(2): “A payee may be a holder in due course.” For authorities illustrating the current doubt 
on this point, see Annotations, 142 A. L. R. 489 (1943) and 169 A. L. R. 1455 (1947). 
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Where payment by the bank is made to a due course holder, the same protection will 
be given the bank by application of Section 4-507.” 

Observe that by Section 4-501(2)(b), just quoted, a drawee bank may charge the 
drawer’s account on paper which has been completed, even though the bank knew 
that it was delivered in an incomplete state. A reference to Section 3-304(5)(d)'® 
will show that the same protection is granted to a holder in due course. In short, a 
holder who knows of no limitation on the authority of an agent to whom a negotiable 
instrument has been entrusted for completion may rely on the ostensible authority of 
that agent to complete the paper, and the taker may be a due course holder, even 
though he sees the agent complete the paper. This was the rule which prevailed 
at common law.'’' The Negotiable Instruments Law codifies a contrary view, by 
requiring that the holder in due course take complete and regular paper,'”? and by the 
last sentence of Negotiable Instruments Law Section 14: “But if any instrument after 
completion is negotiated to a holder in due course,” it is valid for all purposes in his 
hands.’°* This change seems desirable. 

Several improvements in existing codification are found in Section 3-201, foremost 
of which is the provision that a reacquirer who had notice of a defense cannot, by 
shooting the instrument through a holder in due course, improve his position.’ 
While this was the common law rule,’ the relevant provision of the present 
statute,'°’ which seems to deny the privilege of claiming through a holder in due 
course only to persons who had a part in the fraud or illegality, has been held to 
entitle a reacquirer who merely had notice of the wrong to claim through a due 


course holder and thereby improve his position.’ 
One illustration annexed to demonstrate the operation of this Section seems mis- 
leading.’’’ This illustration appears to mean that a holder in due course who, after 


*° “To prevent unjust enrichment, a bank which has paid a customer’s item which it may not charge 
in full to his account may in an action . . . (b) against the drawer, maker or acceptor recover any 
amount which would have been due from him on the item if payment had been refused.” 

70° “Knowledge of the following facts does not of itself give the purchaser notice of a defense or 
claim . . . that an incomplete instrument has been completed, unless the purchaser has notice of any 
improper completion.” 

7°) Fullerton v. Sturges, 4 Ohio St. 529 (1855); Vander Ploeg v. Van Zuuk, 135 Iowa 350, 112 N. W. 
807 (1907). 

102 NEGOTIABLE INSTRUMENTS Law §52. 

7°3 (Italics supplied.) Bronson y. Stetson, 252 Mich. 6, 232 N. W. 741 (1930), exemplifies the cases 
holding that these Negotiable Instruments Law sections adopt the English rule, contrary to the common 
law rule prevailing in America. 

294 §3-201(1): “Transfer of an instrument vests in the transferee such rights as the transferor has 
therein, except that a transferee who has himself been a party to any fraud or illegality affecting the 
instrument or who as a prior holder had notice of a defense or claim against it cannot improve his 
position by taking from a later holder in due course.” 

98 Dollarhide v. Hopkins, 72 Ill. App. 509 (1897). 

108 NEGOTIABLE INSTRUMENTS Law §58: “. .. But a holder who derives his title through a holder in due 
course, and who is not himself a party to any fraud or illegality affecting the instrument, has all the 
rights of such former holder in respect of all parties prior to the latter.” 

2°7 Horan v. Mason, 141 App. Div. 89, 125 N. Y. Supp. 668 (2d Dep’t 1g10). 

*°8 Comment 3(d) (Paraphrased): A induces M by fraud to make an instrument payable to 4; 
A negotiates to B, who had no notice of the fraud when he first acquired the instrument, but learned of 
it while he was a holder and with such knowledge negotiated to C, who negotiates it back to B. B does 
not succeed to C’s rights as a holder in due course, and his position is not improved by the negotiation 


and repurchase. 
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learning of a defense, negotiates to another party from whom he reacquires, may not 
resume his original status of due course holding. There is no reason why this should 
be so, since no harm is caused to the maker or drawer by allowing resumption of the 
prior position. This is not a case where the holder, by reacquisition, “improves” his 
position. 

One source of annoyance under the Negotiable Instruments Law has been the 
restrictive indorsement, one type of which has previously been discussed.’” The con- 
tribution of the Code is a clarification of the effect of specific types of indorsements, 
without use of a generic classification, “restrictive.” If the indorsement is, “Pay A 
only,” A may nonetheless transfer, but any subsequent taker, except a bank, has 
notice of the limitation on A’s right to transfer and is subject to the indorser’s 
rights."° An indorsement, “Pay A for my use,” is treated just like an indorsement, 
“Pay A in trust for X (someone other than the indorser),” which has already been 
discussed. However, a blank indorsement, “For Deposit,” or “For Collection,” 
has the effect of restraining transfer of the instrument to the process of collecting. 
Therefore, any subsequent taker except a bank""” has notice of the indorser’s rights!’ 
and is consequently not a holder in due course. 

While the approach taken in these specific situations is commendable, some chal- 
lenge can be directed to the conception of notice which underlies them."? The point 
at issue is that a taker may have notice of a claim of a beneficiary of a trust, or even 
of a transfer which was a voidable preference in bankruptcy or insolvency,''* and 


thereby be rendered subject to defenses totally disconnected from either the breach 
of trust or the voidable preference.° The threatened difficulty exists under the 


present statute,"'® and possibly no better solution is available. 


One element of the notice section, however, deserves an affirmative word of praise. 
Under existing statutes, authorities do not agree whether a taker of a series of notes 
after default on one of the series may be a due course holder as to the balance.'"? 
The Code treats this situation just as if it were a breach of an instalment of an instal- 
ment note, and therefore a taker of such a series after a breach cannot be a due course 
holder.""* 


70° See note 21 ef seq., supra. 72° § 3-205. 

7 §4-208(3). ™? §3-304(3); §3-206. 

8 Palmer, Negotiable Instruments under the Uniform Commercial Code, 48 Micn. L. Rev. 255, 
291 (1950). 

7 §3-304(2) (a). 

“5 Suppose an instrument, before issue, is changed so that the amount is increased as follows $40: 
$500. The instrument is transferred to a holder, and thereafter the payee fails to deliver to the maker the 
consideration for which the instrument was delivered. It would appear that, while the change in amount 
wasn’t an alteration, hence not a defense, the taker would nonetheless be subject to the defense of failure 
of consideration. (§3-304(1)(a).) 

12° Palmer, supra note 113. 

"7 Hobart M. Cable Co. v. Bruce, 135 Okla. 170, 274 Pac. 665 (1929); Morgan v. Farmington Coal 
& Coke Co., 97 W. Va. 83, 124 S. E. 591 (1924) (taker may be a due course holder); Beasley Hardware 
Co. v. Stevens, 42 Ga. App. 114, 155 S. E. 67 (1930) (taker may not be a due course holder); Notes, 15 
Minn. L. Rev. 585 (1931); 44 Harv. L. Rev. 464 (1931). 

8 §§3-304(4)(a), 3-304(5)(f). 
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The definition of value in Section 3-303''* accords with the currently prevailing 
rules. An executory promise, other than one which is irrevocable or embodied in a 
negotiable instrument, is not value. This same rule applies to bank credit, which 
is not value by the current weight of American authority'” or by the provisions 
of Article IV of the Code, Sections 4-211'*? and 4-212.'** Once the credit has been 
withdrawn, of course, the bank becomes a holder for value, but at present there 
is doubt as to when the credit may be said to have been withdrawn. The Code 
adopts the so-called “first-money-in-first-money-out theory,”!** which is the currently 
prevailing rule.’** 

Section 3-405 introduces an entirely new concept with respect to paper payable to 
imposters, and “fictitious payees.” That Section provides: 


(1) With respect to a holder in due course or a person paying the instrument in good 
faith an indorsement is effective when made in the name of the specified payee by any of 
the following persons, or their agents or confederates: 

(a) an impostor who through the mails or otherwise has induced the maker or 
drawer to issue the instrument to him or his confederate in the name of the 
payee; 

(b) a person signing as or on behalf of a drawer who intends the payee to have no 
interest in the instrument; 

(c) an agent or employee of the drawer who has supplied him with the name of 
the payee intending the latter to have no such interest. 

(2) Nothing in this section shall affect the criminal or civil liability of the person so 


indorsing. 


The concept introduced is that in none of the listed situations does the paper become 
bearer paper as under Negotiable Instruments Law Section 9(3).'*° However, the 
indorsement by the impostor or by his confederate is “effective,” which means that 
title to the instrument can pass by such indorsement. The net result, then, is the same 
as the result under the present statute, except that subparagraph (1)(c) of Section 


119 “A holder takes for value: 

“(a) to the extent that the agreed consideration has been performed or that he acquires a security 

interest in or a lien on the instrument otherwise than by legal process; or 

“(b) when he takes the instrument in payment of of as security for an antecedent claim against 

any person whether or not the claim is due; or 

“(c) when he gives a negotiable instrument for it or makes an irrevocable commitment to a third 

person.” 

12° Citizens’ State Bank v. Cowles, 180 N. Y. 346, 73 N. E. 33 (1905); Central Savings Bank & 
Trust Co. v. Wachman, 221 Mich. 512, 191 N. W. 5 (1922). 

421(1) A bank has a security interest in an item, any accompanying documents or the proceeds ot 
either (a) in case of an item deposited in a checking account, to the extent to which credit given for 
the item has been withdrawn or applied. . . .” 

122 “For purposes of determining its status as a holder in due course, the bank has given value to the 
extent that it has a security interest in an item and a bank which takes a negotiable instrument before 
maturity for deposit in a checking account in good faith and without notice of any ciaim or defense is a 
holder in due course to the extent that credit given for the instrument is withdrawn or applied, whether 
before or after maturity, before the bank has had a reasonable opportunity, after having received notice 
of a claim or defense, to charge back the amount of the interest purchased or credit given.” 

123 § 4-211(3): “For the purpose of this section, credits first given are first withdrawn.” 

124 Beirron, BILLs AND Notes §97 (1943). 

"85 Snyder v. Corn Exchange National Bank, 221 Pa. 599, 79 Atl. 876 (1908) 
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3-405 codifies a view contrary to the present weight of authority.’** By the present 
view, if an agent merely supplies the names of person to whom checks are drawn 
by another, in as much as the actual drawer of the checks intends the designated 
payee to have an interest in the paper, a signature by the furnisher of the name is a 
forgery; under the Code, however, that signature is effective. 

Section 3-406'*" codifies and expands the rule of Young v. Grote,** recognizing 
a duty owed by a drawer both to subsequent takers and to the drawee to draw the 
instrument so as not to facilitate material alteration or forgery. Furthermore, an 
additional duty rests on the drawer of checks to examine his returned vouchers to 
determine whether there has been a forgery or a material alteration.*® The penalty 
for the drawer’s failure to use reasonable care is either (1) liability for damages caused 
to the bank, which would be the amount of money which the bank could have re- 
covered from the forger or alterer but for the failure to give notice,’ or (2) in the 
event of a delay for more than go days, an estoppel against the drawer’s denying 
liability at all on either the particular instrument or on subsequent instruments forged 
or altered by the same party. Statutes of similar nature exist in most states today.’* 

With respect to checks, drafts, and notes on which the signature of the drawer 
or maker is forged, the doctrine of Price v. Neal'*" is retained.’*? The effect of this 
is that if payment is made by the maker or drawee on such an instrument to a holder 
in due course, the money so paid may not be recovered. And, by the same principle, 


26 National Union Fire Ins. Co. v. Mellon National Bank, 276 Pa. 212, 119 Atl. g10 (1923). 

727 “Any person who by his negligence contributes to a material alteration of the instrument or to 
the making of an unauthorized signature is precluded from asserting the alteration or lack of authority 
against a holder in due course or a drawee who pays the instrument in good faith.” 

128 4 Bing. 253, 130 Eng. Rep. 764 (C. P. 1827). 

72 64-506: “(1) Where a bank sends to its customer a statement of account accompanied by items 
paid in good faith in support of the debit entries or sends notice to him that such a statement is ready 
for delivery 

“(a) the customer must exercise reasonable care to examine the statement and items to dis- 
cover his unauthorized signature or any alteration and must notify the bank promptly 
after the discovery thereof; he is liable to the bank for any loss suffered by it in 
respect to his items resulting from his failure to do so; and 
except as provided in subsection (2) a customer who does not within ninety days dis- 
cover and report his unauthorized signature or any material alteration on the face of 
any such item is precluded from asserting against the bank both such unauthorized 
signature or alteration and an unauthorized signature or alteration by the same person 
on an item paid in good faith by the bank subsequent to the sending of the first item 
or notice to the customer and before receipt of notification form the customer of any 
such signature or alteration. 

(2) A customer who has not for good cause examined such statement and items may within thirty 
days after such cause ceases to operate demand recredit or repayment for the amounts paid on items 
materially altered or bearing his unauthorized signature.” 

7288 As under the present statute and common law decisions, as typificd in First National Bank v. 
Allen, 100 Ala. 476, 14 So. 335 (1893). 

18° § 4-205, Comment 1 (Spring, 1950 draft). 

1813 Burr. 1354, 97 Eng. Rep. 871 (K. B. 1762). 

782 63-418: “Except for recovery of bank payments as provided in the Article on Bank Deposits and 
Collections (Article 4) and except for liability for breach of warranty on presentment under the preceding 
section, payment or acceptance of any instrument is final in favor of a holder in due course, and so far as 
concerns a stop order or the sufficiency of the drawer’s account is final in favor of any holder.” 
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money paid by a drawee when the drawer’s account is insufficient may not be 
recovered from the holder paid,’** even though the holder is not a holder in due 
course. 

The basis for retention of Price v. Neal is the need for a point of final settlement, 
either after a payment or after an acceptance. Under existing statutes and agreement 
forms drawn up by banks, the determination of this point of final settlement may be- 
come difficult. Where money is paid over the counter to the presenter, no difficulty 
exists; the payment over is final. Where the transaction takes the form of credit to 
the account of a depositor, however, under existing law no uniformity can be spelled 
out, largely because of diversified banking agreements. In many cases, the drawee’s 
bookkeeping entries crediting the depositor’s account were held irrevocable.’** 
Under Article Four of the Code, recognition is given to the custom of banks to use 
deferred posting, and the bank will have a right to charge back, within a prescribed 
time limit. The Code provides: 

(1) Unless an earlier time is agreed, where an authorized settlement for a demand item 
(other than a documentary draft) payable by [at] or through a bank, presented by mail 
or through a clearing house has been made before midnight of the day of presentment 
the payor bank may revoke the settlement and recover any payment if before its midnight 
deadline it 

(a) returns the item; or 

(b) sends written notice of dishonor or non-payment if the item is held for protest or 
is otherwise unavailable for return. 

(2) If an item is presented to a payor bank for credit on its books it may return such 
item or send notice of dishonor and may revoke any credit given or recover the amount 
thereof withdrawn by its customer, if it acts within the time limits and in the manner 
specified in the preceding subsection.’* 

This, then, gives the bank a period after settlement with the depositor during which 
the credit may be removed by charging back, thereby permitting the bank to prevent 
loss to itself. 

As a common law matter, money could be recovered by the paying drawee from 
a presenter who acted in bad faith’** or negligently.** These, then, were exceptions 
imposed on the operation of Price v. Neal. Under the Code, however, negligence 
of the recipient of the money will not permit the drawee to recover the money from 
him.'** The person presenting the instrument for payment or acceptance warrants, 
however, that “he has no knowledge that the signature of the maker or drawer is 


unauthorized”;'** consequently, if he does have such knowledge, the money paid 


him may be recovered. 


**8 Accord, under present law, Riverside Bank y. First National Bank of Shenandoah, 74 Fed. 276 
(2d Cir. 1896). 

*** Cohen v. First National Bank, 22 Ariz. 394, 198 Pac. 122 (1921); Schutte v. Citizens’ Bank of 
Hanesville, 3 La. App. 546 (1926); First National Bank v. Mammoth Coal Co., 194 Ky. 580, 240 S. W. 
78 (1922); Hay v. First National Bank, 244 Ill. App. 286 (1927). 

185 '§ 4-401. 

78° Banca Commerciale Italiana Trust Co. v. Clarkson, 274 N. Y. 69, 8 N. E.2d 281 (1937). 

*87 Ellis & Morton v. Ohio Life Insurance & Trust Co., 4 Ohio St. 628, 64 Am. Dec. 610 (1855). 

188 § 2-418, Comment 4. 79° §3-419(1)(c). 
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Here, again, is a new concept under the Code—that persons presenting an instru- 
ment for payment or acceptance make certain warranties. This is a departure 
from the Negotiable Instruments Law, in as much as the warranties listed in that 
law'*! are made by negotiation, and it is generally held that presentment to the 
drawee for payment is not a negotiation.’* 

To put this in terms of an example, under existing statutes, money paid to a 
person in possession of an instrument under a forged indorsement could be recovered 
by the payor from the person so paid under principles of restitution and unjust en- 
richment,'** while under the Code the recovery will be based on a warranty given 
by the person presenting for payment.’** Similarly under the Code, a presenter 
warrants that there has been no material alteration of the document presented.'* 
Excepted from this warranty is the holder in due course who took the instrument 
accepted after the alteration. Consequently, money paid on an altered instrument 
may be recovered in most instances, as was true under the common law cases prior 


to the Negotiable Instruments Law.'*® 

Section 3-410 introduces an innovation in that the drawee’s acceptance must now 
be written on the draft. This means that virtual and collateral acceptances’*’ are 
no longer possible; further, the drawee’s delay or refusal to return a draft does not 


operate as an acceptance,'** but the drawee may be liable for conversion.’** In the 


case of a payor bank, however, it is provided that: 


Unless the customer of the depositary bank has broken a presentment warranty 
(Section 4-210) he may recover from the payor bank 


149 §§3-417 and 4-210. 

142 NEGOTIABLE INSTRUMENTS Law §§65 and 66. 

-™43 State Planters Bank & Trust Co. of Richmond, Va. v. The Fifth-Third Union Trust Co., of 
Cincinnati, Ohio, 56 Ohio App. 309, 10 N. E.2d 935 (1937). 

143 State Planters Bank & Trust Co. of Richmond, Va. v. The Fifth-Third Union Trust Co., of 
Cincinnati, Ohio, supra note 142; Canal Bank v. Bank of Albany, 1 Hill 287 (N. Y. 1841). 

4 §3-417. “(1) Unless otherwise agreed any person who obtains payment or acceptance and any 
prior transferor by indorsement and for consideration warrants to a party who pays or accepts in good 
faith 

“(a) that he has a good title to the instrument or is authorized to obtain payment or 
acceptance on behalf of one who has a good title; 

“(b) that he has now (sic) knowledge of any effective direction to stop payment; and 

“(c) that the instrument has not been materially altered, and that he has no knowledge that 
the signature of the maker or drawer is unauthorized, except that such warranties are 
not given by a holder in due course who has taken the instrument accepted after 
such alteration or signature. This exception applies even though a draft has been 
accepted ‘payable as originally drawn’ or in equivalent terms. . . .” 

145 §3-417(1)(c), quoted supra note 144. 

4® Marine National Bank vy. National City Bank, 59 N. Y. 67, 17 Am. Rep. 305 (1874). 

47 NEGOTIABLE INSTRUMENTS Law §§134 and 135. 

148 As under NEGOTIABLE INSTRUMENTS Law §137. 

44° 63-419: “(1) An instrument is converted when 

“(a) a drawee to whom it is delivered for acceptance refuses to return it on demand; or 

“(b) any person to whom it is delivered for payment refuses on demand either to pay or to return 

it; or 

“(c) it is paid on a forged indorsement.” 

Subparagraph 1(c) is new, codifying present case law. Blacker & Shepard Co. v. Granite Trust Co., 


284 Mass. 9, 187 N. E. 53 (1933). 
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(a) the amount of a demand item other than a documentary draft presented by mail 
or through a clearing house whether properly payable or not if the payor bank [either 
retains it beyond midnight of the banking day of receipt without settling therefor or 
having settled on that day] does not return the item or send notice of dishonor until 
after its midnight deadline; or 

(b) the amount of any other properly payable item presented to it if the payor bank 
within the time allowed for acceptance or payment of that item neither settles for it nor 
returns it and any accompanying documents.'*” 


This, then, is a retention of Negotiable Instruments Law Section 137 so far as it 
pertains to banks. This provision seems to reflect the underlying thesis of the Bank 
Deposits and Collections Article that expeditious handling of all items is a primary 
obligation of depositary, collecting, and payor banks. 

The Bank Deposits and Collections Article’s very existence is an innovation, since 
there is no previous uniform legislation sponsored by the National Conference of 
Commissioners on Uniform State Laws. The Bank Collection Code and Model 
Deferred Posting Statutes, sponsored by the American Bankers Association, have 
been widely adopted, however. 

A detailed analysis of Article 4 of the Code is not possible within the limits of 
this article; however, its operation has been ably discussed elsewhere.®! While 
there have been many changes in the Article since that study was written, in the main 
that discussion is an accurate treatment of the Article in its present form. 

The Article sets forth certain prescribed methods of dealing with collection paper. 


Other practices are listed which are not permissible.°* These rules are so drafted 
as to minimize the risk of loss through improper handling or bank failure during 
the collection process. While it is not practicable to review here all of the provisions 
of the Article, attention is invited to one section: 


(1) Notwithstanding Section 1-107 the rights and obligations provided in this Article 
may be waived or modified by agreement except that no agreement can 

(a) limit a bank’s liability for its own negligence or lack of good faith; or 

(b) limit a collecting bank’s liability for authorization or ratification of a remittance 
in the form of a payor bank’s primary obligation; or 

(c) extend a time limit fixed by this Article except as otherwise provided in the 
following subsections; or 

(d) limit a bank’s obligation on written orders to stop payment; or 

(e) limit the measure of damages for improper handling. . . .'%% 


*8° § 4-403. 

181 Note, 50 Cor. L. Rev. 802 (1950). 

**2 One somewhat dubious method of handling authorized by the Article is exemplified in §4-204(2) 
(“Sending an item direct to a payor bank is not improper handling. . . .”’). An illustration of restrictions 
on methods of dealing with collection items is §4-205 (“(1) Where a bank has received an item under 
instructions to collect and remit or te pay and remit, remittance by its own cashier's check, certificate of 
deposit or other primary obligation is improper unless authorized or ratified by the bank's transferor. 
If the bank suspends payments any officer or director who has authorized such a remittance with 
knowledge that it was improper becomes liable as a surety for the bank to all prior parties for the 
amount... . (3) If by its midnight deadline a collecting bank fails to return an improper remittance 
or send it for collection, the bank becomes liable as if it had received final payment.”). 

7% € 4-103. 
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Authorities presently differ on the effectiveness of exculpatory clauses inserted by 
banks in their stop payment orders and other banking agreements.'** The Code 
narrowly restricts the power of banks to limit their liability. One major limitation 
on the liability of the bank is found, however, in the Code’s provision that: 


A bank which does not return an item to its customer within a reasonable time after 
receiving it for collection must use [diligence and] good faith in . . . (b) selecting inter- 
mediary banks or agents but is otherwise not liable for the insolvency of or for improper 
handling by any intermediary other than its own branch or employee. . . .1°% 


This is the so-called Massachusetts rule of non-liability for correspondents, and it 
will amount to a restriction on the liability of banks taking documents for collection. 
The Article on Bank Deposits and Collections and the Article on Commercial 
Paper are written in an effort to state basic principles in as simple a form as 
possible. This achievement of simplicity is possibly best illustrated by the sections 
of the Code dealing with presentment, notice of dishonor, and protest. It is worthy 
of note that in the Negotiable Instruments Law more than one-third of the 196 
sections apply to these matters. The Code covers the same material in eleven 
sections. There have been modifications in the requirements for presentment, notice, 
and protest, all directed toward simplifying the process. For example, the method 
of presentment is divested of any requirement that the instrument be exhibited,’*? 
unless the person to whom presentment is made requests such exhibition.’°* In 
short, technical objections to the presentment must be made by the person to whom 
presentment is made, or any demand for payment or acceptance is sufficient. 

The development of uncomplicated procedures for dealing with commercial 
paper will certainly serve the needs and interests of commercial people. And this, 
it would seem, is the ultimate test which the Code must meet—will it foster an 
expedient solution to commercial problems? It can only do so if it is written with 
a full appreciation of those problems and of the methods used by people in com- 
merce to cope with them. Reference to one final innovation (though there are many 
not covered in this discussion) will serve, perhaps, to demonstrate that the third 
and fourth Articles of the Code were written with an eye toward what commercial 
men do. The modification here alluded to is, briefly stated, that presentment for 
payment and notice of dishonor are not required in order to create liability on the 
part of the indorsers of a promissory note, unless they add to their indorsement, 
“Presentment required.”*® This is a fundamental departure from existing law.'®° 

Why should such a fundamental change be made? The reason set forth in the 
Comments is, in effect, that almost all notes have clauses in them waiving present- 

54 See Leary, Some Clarifications in the Law of Commercial Paper Under the Proposed Uniform 
Commercial Code, 97 U. or Pa. L. Rev. 354, 366 (1949). 

355 § 4-202. 

186 OcpEN, NEGOTIABLE INSTRUMENTS 384 (1947). 

157 §§3-504 and 4-303. 

*88 §3-505. 


159 §3-5o1. 
10° NeGoTIABLE INSTRUMENTS Law §§66, 70, and 89. 
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ment and notice anyway. At first blush, this reminds one of the story of the traveler 
who narrowly escaped hurtling his car over an unmarked precipice. He asked a 
native why no sign had been erected to warn of the cliff, and the native’s reply was 
that there had been a sign on the spot for many years, but nobody drove over the 
brink, so the sign was removed. In short, this section of the Code would appear 
to deprive all indorsers of the protection of notice, merely because most indorsers 
did not use the protection anyway. So approached, the change would seem to 
promise only an undesirable trap for the unwary. 

But, observed from the point of view of the long-range purpose of the Code, an 
instrument to govern commercial dealing, this change becomes defensible, and, in- 
deed, commendable. The Code is written to govern commercial dealings; conse- 
quently, it must reflect all that is customary in such dealings, or, like Lord Holt’s 
blunder in Clerke v. Martin,®' the Code will be foredoomed to failure. The final 
suggestion is here made, therefore, that Articles 3 and 4 of the Code have been 
written with a full realization of the best of modern commercial understanding, and 
it consequently may be expected to embody a working tool by which commercial 
problems may be solved. 


1°) 3 Ld. Raym. 757, 92 Eng. Rep. 6 (K. B. 1702). Lord Holt held, contrary to the established 


custom of merchants, that a promissory note was not a negotiable instrument. His decision could 
last for only two years, when it was changed by statute. 





BANK DEPOSITS AND COLLECTIONS 


Rosert H. Brome* 


Article 4, “Bank Deposits and Collections,” is the most recent, and has been one 
of the most controversial,’ of the articles of the proposed Uniform Commercial Code. 
It started out as a group of sections in the Negotiable Instruments Article* applicable 
to negotiable instruments in process of bank collection but rapidly developed into an 
extensive regulation endeavoring to provide a “rule”* governing most situations re- 
lating to bank deposits and collections. 

At least four printed drafts* of this material have been submitted to the Council of 
the American Law Institute and the National Conference of Commissioners on Uni- 
form State Laws. The Spring 1950 draft, like each of its predecessors, differed sub- 
stantially both in form and substance from each of its predecessors. It was submitted 
for “discussion and approval” at the May, 1950, joint session. At that meeting the 
Reporters submitted further changes and revisions and no action was taken pending 
further study. Under date of September 8, 1950, the “September 1950 Revisions” 
were printed and distributed. Of the 42 sections in this draft, 26 contain revisions 
of substance’ changing one or more of the rules stated in the May, 1950, draft and 
all except four of the remaining sections® contain substantial revisions in form. As 
this is written, corresponding revisions of the official Comments are not yet available. 
In fact, shortly before the author received the printer’s proof of this paper he received 
a still further revision of Article 4 (hereafter called the “new draft’”®*). The many 


* A.B. 1933, Whitman College; LL.B. 1936, Columbia University. Member of the Wyoming and 
New York bars. Chairman of the Subcommittee on Bank Deposits and Collections of the N. Y. State 
Bar Association's Special Committee to consider the Uniform Commercial Code. Formerly Assistant 
Counsel of the Federal Reserve Bank of New York and a member of the Special Committee of Federal 
Reserve Counsel to consider the Uniform Commercial Code. Assistant Vice President (Resident Counsel) 
of Bankers Trust Company, New York. 

*See Report of the Committee on the Proposed Commercial Code, Section of Corporation, Banking 
and Mercantile Law of the American Bar Association in 5 THe Bustness Lawyer 142, 148 n. 1 (1949). 
See also The Proposed Uniform Commercial Code—A Symposium, id. at 156, 170, 177-178. 

*U. C. C., Proposed Final Draft No. 1—Article 3, April 15, 1948, submitted for discussion at joint 
session of The American Law Institute and National Conference of Commissioners on Uniform State 
Laws, May 20, 21 and 22, 1948. See also 10 ZoLLMAN, BaNks AND BANKING 570-600 (1936), for pro- 
posed “Uniform Bank Collection Act—Fifth Tentative Draft 1934" proposed by the National Conference 
of Commissioners on Uniform State Laws at its Forty-fourth Annual Conference at Milwaukee, Wisconsin, 
August 21-27, 1934, but never finally approved. 

* Schnader, The New Commercial Code: Modernizing Our Uniform Commercial Laws, 36 A.B.A,]. 
179, 182 (1950). 

* Proposed Final Draft No. 1—Article 3, April 15, 1948, submitted May, 1948. Proposed Final 
Draft May 1949, submitted May, 1949. September 1949 Revisions of Bank Collections Part of Article 3, 
submitted September, 1949. (And see October 1949 Revisions tentatively approved September, 1949) 
Proposed Final Draft, Spring 1950, submitted May, 1950. 

®U.C. C., Spring 1950, §§103, 104, 105, 201, 202, 203, 206, 208, 301, 302, 304, 305, 306, 307, 309, 
310, 311, 312, 314, 401, 402, 403, 404, 405, 501, and 503. 

*U. C. C., Spring 1950, §§101, 315, 316, and 502. 

** Unless otherwise noted, all references herein to Article 4 are to the September 1950 Revisions, and 
all references to other articles are to the Spring 1050 Proposed Final Draft. Where substantial changes 
have been made in the new draft references thereto have been added. 
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changes contained in this new draft give added emphasis to the comments in the 
next paragraph. 

The successive, extensive, revisions of this Article have not only rendered it 
difficult to follow its progress but have also rendered obsolete many of the published 
observations on it almost as soon as they have been published.” This suggests that 
perhaps the Reporters have not yet sufficiently crystallized their views to submit a 
statute suitable for enactment. In any event the legal profession and the commercial 
community, including the various committees now studying the Code, have had an 
inadequate opportunity to acquaint themselves with the proposed provisions and to 
study the possible effects thereof. 


Purpose AND Score oF ARTICLE 


Much of the recently published comment on Article 4 has assumed that it is 


8 


intended as a uniform restatement of “existing law and practices.”* There can be 
no doubt that it would be a fine thing to have a clear, uniform statement of the 
essential rules of law governing bank deposits and collections if that could be 
accomplished without either creating an undue number of additional problems of 
interpretation® or practice’” or unduly impeding future change to accommodate 
changed concepts and business practices. The only way in which it can be finally 
established that any particular draft has accomplished this purpose is through ex- 


perience with an enacted statute. Short of this, only the seasoning that comes from 

study of a final draft over an adequate period of time by bankers, lawyers, and 

businessmen in the light of their varying experience and practices can “smoke out” 
& ying 


the maximum number of “bugs” which will lurk in any code prepared by man.’° 
Enactment of this Article without elimination of the maximum of these “bugs” 
would be indeed unfortunate, especially to the extent that the Code may restrict the 
freedom of the parties to vary or amplify its provisions by contract. 

However, it is not the purpose of this paper to point out technical deficiencies. 
Since the current draft of the Code is to be readied for submission to the Institute 
and Commissioners in May, 1951, for the final action, which was postponed in May, 


7 For instance, see Note, The Proposed Uniform Commercial Code: Bank Deposits and Collections, 50 
Cou. L. Rev. 802 (1950), in which all of the section reterences and most of the quotations are now 
obsolete, and the substance of many of the provisions commented upon has been changed or eliminated! 
See also Leary, Deferred Posting and Delayed Returns—The Current Check Collection Problem, 62 Harv. 
L. Rev. 905 (1949), commenting at length on the provisions determining priority of items, notices, etc., 
as of the time of receipt of the item or notice, which provisions have been completely revised as discussed 
infra under “VII-Deferred Posting.” 

® Note, The Proposed Uniform Commercial Code: Bank Deposits and Collections, 50 Cor. L. Rev. 
802 (June 1950). And see Schnader, The New Commercial Code: Modernizing Our Uniform Commercial 
Acts, 36 A.B.A.J. 179, 182 (1950): “The attempt of the Code is to state in modern terms the rules 
governing the great bulk of the usual transactions so as to eliminate the necessity for contractual pro- 
visions in fine print on the operating forms used by banks.” 

* Gilmore, On the Difficulties of Codifying Commercial Law, 57 Yave L. J. 1341 (1948): “The process 
demands a nice eye, a steady hand, and a sure judgment.” And see Williston, The Law of Sales in 
the Proposed Uniform Commercial Code, 63 Harv. L. Rev. 561, 562 (1950). 

** See Report of the Committee on the Proposed Commercial Code, supra note 1, at 143-144. 

1° Gilmore, supra note 9, at 1341 and 1355. 
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1950, and since space limitations effectively prohibit a discussion of each section, it 
has seemed appropriate to limit the balance of this paper to an examination of some 
of those provisions which would appear to change existing law and to point out some 
of the instances where those provisions would appear to create future problems. 
These are the provisions which would presumably be of primary interest to a legis- 
lature if the Code were presented to it. 


I 
MopiFIcATION BY AGREEMENT 


Perhaps the most important and revolutionary provision of the entire proposed 
Code is to be found in Section 1-107, which provides: 


The rules enunciated in this Act which are not qualified by the words “unless otherwise 


agreed” or similar language are mandatory and may not be waived or modified by 


agreement.!* 


This would substantially restrict the time-honored method whereby our com- 
mercial community has customarily kept pace with changing practices and methods 
and has tempered by agreement the otherwise harsh or stultifying effect of out- 
moded or erroneous rules of law; and in its place would be substituted a system of 
mandatory rules, many of them susceptible of change only by action of forty-eight 
legislatures. 


Section 4-103 would permit the rights and obligations provided in Article 4 
to be waived or modified by agreement, except that no agreement can 


(a) limit a bank’s liability for its own negligence or lack of good faith; or 

(b) limit a collecting bank’s liability for authorization or ratification of a remittance 
in the form of a payor bank’s primary obligation; or 

(c) extend a time limit fixed by this Article except as otherwise provided in the 
following subsections; or 

(d) limit a bank’s obligation on written orders to stop payment; or 

(e) limit the measure of damages for improper handling. 


This section has been described as permitting variation by agreement in all except 
“those few cases where sound public policy requires a prohibition of contrary agree- 
ment.”’” Since our courts have always enjoyed the right to declare a contract void 
as against public policy, it would seem that a statute to accomplish this purpose 
could be justified only on the ground that the courts have abdicated this right or that 
banks are, in fact, overreaching their depositors and exacting unconscionable con- 
tracts.’* It has not been suggested that either of these conditions exists. Furthermore, 

108 The Reporters have apparently decided to revise §1-107 to permit freedom of contract subject to 
certain general restrictions, but to retain §4-103, so that any change in §1-107 will not affect Article 4. 

™* Gilmore, supra note 9, at 1359, points out that if the Code is successfully carried through “we have 
probably committed ourselves to basic revisions at fairly short time intervals.” 

72 Schnader, supra note 8, at 182, and 50 Cor. L. Rev. 802. 


*® See Report of the Committee on the Proposed Commercial Code, supra, note 1, at 148, suggesting that 
all of the bank collections provisions be subject to variation by agreement. 
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an examination of these prohibitions suggests that they may cut across many of the 
most important substantive provisions of the Code, and that they are to only a limited 
extent, if at all, required by public policy. 
A. “...no agreement can... limit a bank’s liability for its own 
negligence or lack of good faith”** 

“Negligence” is not defined in the Code and it is not suggested that it should 
be. “Good faith” is defined as including “observance by a person of the reasonable 
commercial standards of any business or trade in which he is engaged.”"® Does 
public policy demand that every contract relating to bank deposits and collections 
be subject to determination by a court or jury that it does or does not limit the bank’s 
liability for observance of “the reasonable commercial standards” of the banking busi- 
ness? 

Under present law the relationship of a bank to paper delivered to it for collection 
rests on contract.’® In accepting an item for collection the bank assumes an agency 
which requires the exercise of reasonable care,'* but the parties clearly have the 
right to contract as to the conditions under which the bank may handle the item."* 
In other words, a bank is not liable for using a method of handling or collection 
which is authorized or agreed to by its customer although it might be held to be 
negligent if it employed such method in the absence of such an agreement. For 
instance, in 1924 the Supreme Court of the United States held’® that it was neg- 
ligence for a collecting bank in the absence of agreement to accept in payment of a 
check anything other than actual currency. The Court in that case was, of course, 
far behind the times”® and the conclusion of the case has been corrected by statute, 
contract, and regulation. But if the Code had been enacted prior to that decision, and 
if the Code had not specifically dealt with that particular problem, could anything 
short of amendment of the Code itself have permitted collecting banks to accept any- 
thing except actual currency in payment? In other words, is it not possible that a 
court might find that employment of a particular method of handling or collection, 
not specifically authorized by the Code, would constitute negligence in the absence of 
contract and may not be authorized by contract because the effect of such a contract 
is to limit or eliminate the bank’s liability for otherwise negligent conduct ?** 


This provision seems to cut across a very substantial portion of the Code and the 
possible danger is that it may “freeze” present bank deposit and collection practices 


#*U. C. C. §4-103(1) (a). 8U. C. C. §1-201(18). 

1® ZoLLMAN, BANKS AND BANKING §5531. 

1 Ibid. 187d. at §5541. 

1° Federal Reserve Bank of Richmond v. Malloy, 264 U. S. 160 (1924). 

?°See Stone, J., specially concurring in Hommerberg v. State Bank of Slayton, 170 Minn. 15, 212 
N. W. 16 (1927). 

*1The Reporters have taken this possibility into account to the extent of providing for certain 
collection practices not now in use: U. C. C. §4-108, “Direct Returns and Communications,” discussed 
infra heading II, U. C. C. 4-204(1)(c) presentment by a “copy,” and U. C. C. §4-303, presentment by 
notice, discussed infra heading VI. 
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except to the extent that changes therein may have been foreseen and specifically 
authorized by the Code.?™ 
B. “... no agreement can ... limit a collecting bank’s liability for 
authorization or ratification of a remittance in the form 
of a payor bank’s primary obligation”** 

The reason for this provision is not stated in the official Comments,”* but its 
general effect, together with the other related provisions discussed below, seems to be 
to force the use of remittance drafts drawn on third banks. Since such drafts are 
apparently intended to be treated as assignments,”* the purpose of these sections 
would seem to be to enhance the possibility of payment of checks presented to banks 
that fail before payment is completed. 

It is clear that this provision would, in effect, prohibit a collecting bank from 
agreeing to accept a payor bank’s cashier’s check or other similar obligation. Thus 
banks in some communities where it is customary to accept cashier’s checks in 
payment for certain items and to collect them through a clearing house the next day 
would be required to discontinue this practice or assume the risk of insolvency of 
the payor banks. It is difficult to see what public policy requires this result, since 
this practice is no more detrimental to the interests of the owner of the item than 
the acceptance of a draft on a third bank which is the obligation only of the remitting 
bank. 

It may be that the Reporters have in mind only those cases where the payor bank 
remits by an instrument payment of which can be obtained only by presentment 
direct to the payor bank. There is no particular reason why a collecting bank 
should or would agree to accept such a remittance, and if it did so agree without 
good reason or clear authorization from its customer it would probably be guilty of 
negligence. If the section were so limited it would probably not be necessary. 

Article 4 does not make it clear that a collecting bank may agree to accept re- 
mittance in the form of a draft on itself or an authorization to charge the payor’s 
account with it, or a credit on the books of the payor bank. Section 4-206, entitled 
“Remittance by Bank Draft or Obligation; when Proper . . .” provides only that “a 
collecting bank may properly take in conditional settlement of an item a draft drawn 
by a bank on a third bank or a demand primary obligation of any bank except the 
payor bank ...” If a collecting bank agrees to accept a draft or authorization on it- 
self must it accept all such drafts as unconditional payment even though the day may 
come when the account is insufficient and the payor bank closed? If the account 


78 This possibility is substantially increased by the new draft of §4-103: ‘(1) No agreement can (a) 
limit a bank’s liability or the measure of damages for its own carelessness, lack of good faith, or improper 
handling.” “Improper handling” is not defined, but conceivably any handling in violation of the provisions 
of the Code would be improper. 

2U.C. C. §4-103(1)(b). 

28U. C. C. Proposed Final Draft, Spring 1950, 449-450. 

*€U. C. C. Proposed Final Draft, Spring 1950, 506; and see discussion infra under heading II— 
“Remittance Draft as Assignment.” 
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is sufficient should the collecting bank honor or dishonor the remittance draft 
received after notice of failure of the payor-remitting bank? 
C. “...no agreement can ... extend a time limit fixed by this Article except 


25 


as otherwise provided in the following subsections 


Many of the time limit provisions of the Code are probably merely restatements 
of the law today,”* although some are clearly new or more drastic than at present. 


Time limits in the present law may, of course, be waived, modified, or extended by 
agreement, general or special, although any collecting bank which waives, modifies, or 
extends a time limit without authority from its transferor would probably be liable for 
any damage that resulted. No reason appears, and none is suggested in the Com- 
ments, why this right should be abridged. 

This provision would effectively prohibit agreements, including clearing house 
rules, permitting (1) the deferred posting of maturing time items*® or (2) the 
return of unpaid items by hand or through the clearings on the morning of the 
second business day after presentment instead of before midnight of the first business 
day.” Other prohibited agreements include any extension of the obligation of a 
bank to pay a check more than six months after its date (Section 4-504), the duty of 
a customer to report forgery or material alteration within go days (Section 4-506), 
the necessity for making claim for breach of warranty within a reasonable time 
(Section 4-210), and the right of a customer to withdraw as of right any deposit in 
a checking account (Section 4-215). 

Since the Code would permit the time limits to be varied by “particular agree- 
ment .. . as to specified items,” and since there is no evidence or suggestion that 
the privilege of extending time limits by general agreements has been abused, it may 


?°U. C. C. §4-103(1)(c) Subsection (2) permits the “affected parties” to extend a time limit by 
“particular agreement . . . as to specified items”; and Subsection (3) provides that “unless otherwise 
instructed a collecting bank in a good faith effort to secure payment may, with or without the approval 
of the customer involved” extend time limits not to exceed an additional business day provided it sends 
to its transferor notice of any extension beyond midnight of the day on which action was otherwise re 
quired. 

2°U. C. C. §4-202: a collecting bank must present or forward an item, or send notice of dishonor, 
within a reasonable time after receipt of such item or notice. U.C. C. §4-203: taking proper action before 
its “midnight deadline” after receipt of the item (or notice?) is within a reasonable time, the bank 
having the burden of proof if a longer time is involved. U. C. C. §4-206(1): remittance drafts must 
be forwarded for collection by the “midnight deadline.” U. C. C. §4-213: the right of charge-back may 
be exercised only if the collecting bank returns the item or sends notice “by its midnight deadline or 
within a longer reasonable time after it learns the facts.’ U. C. C. §210(5): claim for breach of 
warranty must be made within a reasonable time after the person claiming learns of the breach, but 
quaere whether the law would today require a “claim” to be made. U. C. C. §4-401: a payor bank 
on deferred posting must make “authorized settlement” on the day of receipt in order to return an item 
as unpaid on the next banking day, and such return must be before midnight of the next banking day. 

27U. C. C. §4-215: “When Credit is Available for Withdrawal as of Right,” discussed infra heading 
V. U.C. C. §4-303: “Presentment by Notice of Item not Payable by, Through or at a Bank; Liability 
of Secondary Parties,” discussed infra heading VI, and U. C. C. §4-506 requiring a customer to report 
forgery or material alteration within 90 days. 

28 Recognized as a possibly desirable development in Leary, Deferred Posting and Delayed Returns— 
The Current Check Collection Problem, 62 Harv. L. Rev. 905 (1949). 

2” See Rutes or Newark (N. J.) Creartnc Hovsr Association 


rea i MA 








314 Law anp ConTEMPORARY PROBLEMS 


be doubted whether the good, if any, to be accomplishd by this provision does not 
outweigh the harm it may do. 
D. “...no agreement can . .. limit a bank’s obligation on 
written orders to stop payment” 

Such clauses are in use by many banks and a standard form thereof is recom- 
mended by the Assistant General Counsel of the American Bankers Association." 
A recent report of the Committee on Bank Operations of the Section of Corporation, 
Banking and Mercantile Law of the Amercian Bar Association*” concluded that 
by the weight of authority such clauses are supported by adequate consideration and 
held not to be against public policy. 

The Associate Reporter for this Article recognizes that “No case need be made 
for some limitation on the effectiveness of stop orders, when it is remembered that 
checks are presented to banks by the thousands daily, and can come in over the 
counter at any number of tellers’ windows.”** But he justifies the “outlaw” of any 
contract limiting the bank’s liability, on the ground that the Code would give 
the bank which inadvertently pays over a stop order a right of action by way 
of subrogation to whatever rights the drawer might have against the holder or 
whatever rights the holder might have had against the drawer if the stop order had 
been honored and payment refused.** +The bank’s right to bring suit on an unknown 
cause of action against its customer or some third party, with perhaps the necessity 
of making a choice at its peril, is certainly of doubtful value. 

In the last published official Comments* this provision is justified on the ground 
that the banks can protect themselves by a charge to their customers or by insurance. 
This philosophy has certain obvious limitations. 


II 
Direct Return oF Unpaip ITEMs 


Section 4-108 provides that “when so instructed by its transferor” an intermediary 
or payor bank may return an item to the “first bank named on the item.” Throughout 
the country tremendous volumes of checks are collected by banks from drawee banks 


®°U. C. C. §4-103(1)(d). 

*3 Paron’s Dicesr 3474-3475 (1944). See also The Proposed Unijorm Commercial Code—A 
Symposium, supra note 1, at 170. 

*8.5 Tue Business Lawyer 100-107 (1949). It is interesting to note that in the same volume the 
Chief Reporter is quoted as stating “our understanding is that these clauses which we agree with you 
are in universal use, won't stand up in any court... .” Id. at 178. 

** Tremont Trust Co. v. Burack, 235 Mass. 398, 126, N. E. 782 (1920); Gaita v. Windsor Bank, 
251 N. Y. 152, 167 N. E. 203 (1929); Hodnick v. Fidelity Trust Co., 96 Ind. App. 342, 183 N. E. 488 
(1932); Martinez v. National City Bank of New York, 80 F. Supp. 545 (D. C., Puerto Rico, 1948); and 
Cohen v. State Bank of Philadelphia, 69 Pa. Super. Ct. 40(1917). Contra: Speroff v. First-Central Trust 
Co., 149 Ohio 415, 79 N. E.2d 119 (1948); and Hiroshima v. Bank of Italy, 78 Cal. App. 3602, 248 Pac. 
947 (1926). See also cases cited in 3 Paton’s Dicesr 3469-3474 (1944) and Supp. §7.1 (December, 
1950). 

** Leary, Some Clarifications in the Law of Commercial Paper under the Proposed Uniform Com- 

mercial Code, 97 U. or Pa. L. Rev. 354, 365 (1949). 

** Leary, supra note 34, at 368; and see U. C. C. §4-507. 

*°U. C. C. Proposed Final Draft, Spring 1950, §4-402, Comment 2. 
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in other communities or states. Sound collection practices require that a tremendous 
volume of these checks be collected through Federal Reserve Banks or other interme- 
diary banks. Great numbers of these checks are sent by the depositary bank to the in- 
termediary bank with one deposit slip known as a “cash letter.” The intermediary 
bank credits the total amount in one entry to the forwarding bank’s account on its 
books either immediately or on a standard deferred credit schedule,*’ reserving the 
right to charge back any item returned to it as unpaid. The various checks are then 
sorted and forwarded in other “cash letters” either to other intermediaries or direct 
to the drawee, depending upon the collection channels available. The intermediary 
making presentment receives the remittance or the returned item. Unless the 
check is returned by the payor bank as unpaid, the credit received by the depositary 
and collecting banks becomes final automatically and without advice. If it is returned 
unpaid for any reason it goes from the drawee bank to the intermediary and back 
through the chain of collection to the bank of deposit in order that the various credits 
previously given may be reversed as the item is “charged back.”** 

Recently some bankers have been discussing the establishment of arrangements 
whereby the payor bank may send the unpaid item or notice of non-payment direct 
to the first bank of deposit, thereby in many cases reducing the latter bank’s risk 
of paying out the funds before it receives notice of non-payment and also getting 
prompt word of non-payment to the depositor in order to enable him more effectively 
to protect himself. Although such an arrangement presents many operating prob- 
lems for the bank, it probably represents a desirable objective. 


One of the problems involved in setting up any such arrangement is that each 
bank must receive proper authorization from its prior party. Section 4-108 


does not eliminate the necessity for such authorization.*** Under present law, if 


proper authorizations are obtained, unpaid items may be returned direct under any 
circumstances authorized. Accordingly, the only function which this Section seems 
to serve is to authorize agreements for direct returns which might otherwise be pro- 
hibited by Section 4-103(a) discussed above under heading IA. 


Ill 


Remitrance Drart as AssIGNMENT 


Section 4-206(2) provides that “A remittance draft on a third bank continues 
unrevoked notwithstanding any stop-order or suspension of payments by the bank 
issuing it.” This replaces the provisions in prior drafts relating to “interbank 


87 See FeperAL RESERVE BANK oF New York “TIME SCHEDULE,” OPERATING C1RCULAR No. 5, REVISED 
SEPT. 1, 1949. 

*°U. C. C. §4-213. 

**In the new draft, §4-205(2), this provision is revised as follows: “In the absence of instructions 
to the contrary a transferor may instruct an intermediary or payor bank to return an item or send a 
request or notice relating to it to the first bank named on the item as indorsee or indorser with the same 
effect as if it had returned or sent the item, request or notice to its transferor, if within the time allowed 
for acting upon the items it also sends to its transferor an item or notice sufficient to effect any necessary 
adjustments in credit given a prior bank.” 
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settlement orders.”** An early draft provided that such an order was an “assign- 
ment.”*® In subsequent drafts language*' somewhat similar to Section 4-206(2) was 
described in the official Comments as intended to “make the remittance draft be- 
tween banks effective as if an assignment.”** However, unless the Comments are 
held to give meaning to the language of the Code which would not otherwise follow, 
Section 4-206(2) would not render a remittance draft effective as an assignment. 
An “unrevoked” draft is not an assignment, and a drawee who dishonors an un- 
revoked draft has no liability to the holder of such draft.*** 

Assuming that this difficulty can be overcome, the Reporters are still faced with 
a practical dilemma in trying to make remittance drafts effective as assignments. 
The May 1949 draft made no provision for identifying the “interbank settlement 
order” as such, but the Spring 1950 draft required that it be so labeled “on its 
face.”** This latter requirement was impracticable because it would have imposed 
an onerous burden on banks to label a special set of each of their various forms “inter- 
bank settlement order” and more particularly because the remitting bank most 
likely to suspend payments would be the bank most likely to omit the magic words, 
thereby nullifying the purpose of the provision. 

On the other horn of the dilemma is an equally if not greater practical problem. 
If the remittance draft is not identified as such, how is the drawee bank to identify it 
for the purpose of refusing to honor a stop-order or picking it out of the clearings 
and not returning it as unpaid on the morning it learns that the bank drawing such 
draft has suspended? And since it is not identified as such, when does it take effect 
as an assignment?** 

The obvious purpose of this section is to create a limited preference in favor of 
holders of checks presented to a bank shortly before it fails and for which it remitted 
by a draft on a third bank drawn against sufficient funds.*® 

It seems difficult to justify such a preference, based as it is upon the form of 
remittance used by the payor bank (unless, of course, payment in any other form 
is to be prohibited and either the collecting bank held liable for improper handling 
or the officers and directors of the payor bank held personally liable).“° The only 
other possible justification is that it might be held applicable in case of national 

*°U. C. C. Proposed Final Draft, Spring 1950, §§4-106, 4-304, and 4-5or. 

“°U. C. C. Proposed Final Draft No. 1, April 15, 1948, §3-719. 

**U. C. C. Proposed Final Draft, Spring 1950, §4-501(3) “An interbank settlement order continues 
unrevoked and unimpaired by any suspension of payments by the bank issuing it.” 

*?U.C. C., supra note 41, Comment 2. 

“8 This provision is revised in the new draft, §4-212(4), to read: “A draft on or a primary obliga- 
tion of a third bank used as a remittance for an item continues unrevoked notwithstanding suspension of 
payments by the remitting bank and if otherwise properly payable must be paid to the holder.” \f the 
remittance draft is not paid, the new draft, §4-212(5), gives the owner of the item remitted for a pre- 


ferred claim against the remitting bank's cash and bank deposits. 

“7U. C. C. supra note 41, §4-106. 

**See U. C. C., supra note 40, §3-719, requiring “notice to fix the order of priorities.” 

*©U. C. C., “Notes and Comments to Proposed Final Draft No. 1—Article 3” April 15, 1948, at 74-78 
justifying this provision as a preference on the same grounds as the “preference given to the holder of an 
item where a bank closes with unremitted proceeds in hand.” 

*® See discusssion supra heading I, B, and trfra under heading VIII. 
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banks notwithstanding the Jennings case;*7 and under heading VIII—‘Rights of 
Owner of Item in Event of Insolvency of Intermediary or Payor Bank”—it is pointed 
out that Section 4-508(2) creating a preference in case of an insolvent intermediary 
bank seems clearly to raise the question of the Jennings case.** 

If a preference is considered desirable it would seem much better to make direct 
provision therefor and, if necessary, to propose an appropriate amendment to the 
National Bank Act. 

IV 
Warranties OF Deposiror 

At present warranties made with respect to negotiable instruments depend upon 
the form of endorsement or lack thereof. Thus, if a person endorses at all, whether 
qualified, general, or restrictive,“ he makes certain warranties to all subsequent 
parties.” If he delivers the instrument without endorsement his warranties are 
limited to his transferee.*’ If he endorses generally he also warrants “to all subse- 
quent holders in due course . . . that the instrument is at the time of his endorse- 
ment valid and subsisting” and engages that on due presentment it shall be accepted 
or paid, or both, according to its tenor.°* No warranty is made to the drawee or 


payor.”? 

An effort to catalog the differences between the warranties of the N. I. L. and 
those of the Code would take more time and space than is available. The N. I. L. 
warranties are completely revised in Article 3, Sections 414 and 417, and further 
modified as to bank collections in Article 4.°* The more important differences in 
the bank collection warranties include the following: 


“7 Jennings v. United States Fidelity and Guaranty Co., 204 U. S. 216 (1935), discussed infra under 
heading VIII. 
“8 And see U. C. C. “Notes and Comments” supra note 45, at 78, to the effect that the effectiveness 
of this provision relies upon “the existence of Federal Deposit Insurance to minimize the effect of per- 
mitting remittance drafts to clear and the fact that it is anticipated that the Code will be Federally 
enacted.” 
“° BRANNAN, THE NEGOTIABLE INSTRUMENTS Law 957-958 (7th ed., Beutel, 1948). 
5ON, I. L. $65. °? Ibid. 
53712. $66. 53 BRANNAN, OP. cit. supra note 49, at 959-960. 
®*U. C. C. §4-210: “Warranties of Customer and Collecting Bank on Transfer of Presentment of 
Items; Time for Claims. 
(1) A customer warrants to his depositary bank, and a collecting bank warrants to all subsequent 
intermediary banks and to the payor that 
(a) he has a good title to the item transferred or presented or is authorized to obtain payment 
or acceptance on behalf of one who has a good title: and 

(b) he has no knowledge of any stop payment order; and 

(c) the item has not been materially altered and he has no knowledge that the signature of the 
maker or drawer is unauthorized except that the warranties of subparagraph (c) are not 
given by a holder in due course who has taken an item accepted after such alteration or by a 
collecting bank taking from such holder in due course. This exception applies even though a 
draft has been accepted ‘payable as originally drawn’ or in equivalent terms. 

(2) Where a transferee (which does not include the payor) has given consideration against an item 
sent it for collection, the transferor in addition to the warranties set forth in subsection (1) engages that 
upon dishonor and any necessary notice of dishonor and protest he will pay the amount of the item to the 
transferee or to any subsequent holder who takes it up and also warrants that 

(a) all signatures are genuine or authorized: and 

(b) the transfer is rightful; and 
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(1) The basic warranties of the bank’s “customer” under Section 4-210 run 
only to the bank of deposit and not to subsequent banks.*° 

(2) The warranty against knowledge of any stop-order goes further than 
any of the N. I. L. warranties. It is of importance only in cases where (a) 
failure to give prompt notice of non-payment has resulted in loss of the right 
of charge back or the right to hold secondary parties, or (b) the drawee has 
paid in spite of a stop-order and seeks to recover such payment. Present 
warranties do not appear to cover the first case. The cases are in conflict 
under present law as to whether the payor may recover for money paid 
under mistake of fact in the second case;** but this Section seems to add little 
to the solution of that conflict. 

(3) The Code would outlaw™ the customary clause whereby banks 
certifying checks protect themselves against the possibility that such check 
may have been altered prior to certification. Banks have no obligation to 
certify checks.*® If a bank pays a raised check it may recover the amount 
by which it was raised from the recipient of the payment even though he is 
a holder in due course. Prior to enactment of the present N. I. L. an accept- 
ance or certification did not increase the bank’s liability in this respect, the 
bank being held by its certification to pay in accordance with the tenor of the 
original instrument." The N. I. L. provides that the acceptor engages that he 
will pay according to the tenor of his acceptance.”*? This language has re- 
sulted in a conflict in the cases, some holding the common law rule to be un- 


(c) no defense of any party is good against him; and 
(d) he has no knowledge of any insolvency proceeding instituted with respect to the maker or 
acceptor or the drawer of an unaccepted item; but the transferee may recover damages from 
the transferor for breach of these warranties only to the extent of the consideration received 
by the transferor plus any financing charges and expenses. 

(3) The warranties set forth in the two preceding subsections arise notwithstanding the absence 
of words of guaranty or warranty in the transfer or presentment. 

(4) A collecting bank remains liable for breach of the warranties or of the engagement set forth 
in the preceding subsections despite remittance to its transferor. 

(5) Unless a claim for breach of warranty under this section is made within a reasonable time 
after the person claiming learns of the breach, the person liable is discharged to the extent of any loss 
caused by the delay in making claim.” 

°° The new draft extends the customer's basic warranties “to all subsequent intermediary banks and 
to the payor.” Such warranties apparently are made whether or not the customer endorses and irre- 
spective of the form of the endorsement if he does. The balance of §4-210, supra note 54, is not sub- 
stantially altered in the new draft. 

5° Holding payment not recoverable: National Bank v. Berrall, 70 N. J. Law 757, 58 At. 189 (1904); 
Contra: National Loan & Exchange Bank v. Lochovitz, 131 S. C. 432, 128 S. E. 10 (1925). See 3 
Paton’s Dicest 3475-3477- 

®7U. C. C. §4-210(1)(c), supra note 54. 

5® See Paron’s Dicest 800 (1948), for the form recommended by the American Bankers Association 
and that used by the Federal Reserve Bank of New York. 

°° Watchel v. Rosen, 249 N. Y. 386, 164‘N. E. 326 (1928); Paron’s Dicesr op. cit. supra note 56, 
at 815. To the same effect see U. C. C. §3-411(2). 

®°See Paron’s Dicrst §4A:1 and cases therein cited; and see 50 Cov. L. REv., supra note 7, at 823. 

* BRANNAN, NEGOTIABLE INSTRUMENTS Law 917 (7th ed., Beutel, 1948). 

**?N. I. L. §62. 
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changed, and others that the acceptor engages to pay the item according 
to its tenor at the time of acceptance.** The Code adopts the position of the 
latter cases.** In addition, the Code would prohibit a bank certifying a check 


at the request of a holder from imposing as a condition to its certification that 


its liability for prior alterations be not thereby increased. 

(4). Section 4-210(2) provides that when a transferee “has given considera- 
tion against an item sent it for collection” the transferor also gives warranties 
similar to those contained in Section 3-417. Some undesirable results are 
conceivable. In the first place, “consideration against an item sent it for col- 
lection” invites continuation of the conflict in the cases as to when credit in 
an account is “value.”®* In view of the current practices of giving credit for 
cash items® it is possible, at least under the “first-in-first-out” rule,®® that an 
intermediary bank would have an action for breach of warranty under this 
section against the depositary bank but that the latter would have no such 
right against its customer. It is also possible that the customer may have 
drawn out the entire credit, but that the intermediary bank would have no 
right of action under this section against either the depositary bank or its 
customer, because the depositary bank had received no consideration and the 
warranties of Section 4-210(2) appear to run only to the depositary. 

(5) The warranty that “the transfer is rightful”’® introduces a new and 
undefined concept of “rightfulness.” 


V 


WITHDRAWAL FROM CHECKING ACCOUNTS 


One of the mandatory time provisions is that “credit for any deposit in the 
checking account” of a non-bank depositor “becomes available for withdrawal as of 
right (a) at the opening of its second banking day if the bank of deposit is also 
the payor, (b) at the opening of its next banking day if the deposit is ‘money,’ and 
(c) in all other cases when the bank learns that it has received final payment.”” 
This may be varied by particular agreement as to specified items only.** Checking 


®3 See Paton’s Dicest 807 and cases therein cited. 

°* See BRANNAN, Op. cit. supra note 61, at 917-918. 

®*U. C. C. §3-413(1): “The maker or acceptor engages that he will pay the instrument according 
to its tenor at the time of his engagement.” 

*® See note 54 supra. 

®7 See BRANNAN, OP. cit. supra note 61, at 498-508, and cases therein cited. 

°§ Described supra under heading II, “Direct Return of Unpaid Items.” 

°® Merchants National Bank of St. Paul v. Santa Maria Sugar Co., 162 App. Div. 248, 147 N. Y. Supp. 
498 (1st Dep't 1914), affirmed without opinion, 220 N. Y. 732; and BRANNON, op. cit. supra note 61, at 
506 and 507, and see U. C. C. §4-211(3). 

68 The new draft, §4-208(2), still does not make it clear to whom these warranties run. 

UC. C. §4-210(2)(b). “CU; oc. C. $e-ats. 

TU. C. C. §4-103(2). In the new draft (c) is amended to read: ‘“(c) in all other cases when the 
bank has received final payment.” This would appear to be untenable. In a vast number of cases 
the depositary bank never knows when the item is paid (see new drait §4-213(2) and discussion supra 
under II—“Direct Return of Unpaid Items”) and will not learn of non-payment until some time after 
the credit should have been available for withdrawal under this section. In other words, this new draft 


cr. vu. Cc. €. Sa-aet, 
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accounts are customarily demand deposits, so that this Section states the present 
rule generally applicable to the conventional checking account by agreement, with 
modification in (a) and (b) necessitated by “deferred posting.””* 

The prohibition against restriction of the right of withdrawal by general con- 
tract’? would seem to freeze all checking accounts into the pattern of the conventional 
commercial demand account and to prohibit, and preclude development of, special 
checking accounts in so far as they may require maintenance of minimum balances 
not subject to check, retention of collection proceeds for one or two days, or other 
limitations on the prompt withdrawal of deposits. 


VI 
PRESENTMENT BY NOTICE 


Under present law, presentment must be made at the place specified in the instru- 
ment, or, if none is specified, at the address of the payor, or, if no address is given, 
at the usual place of business or residence of the payor,"® and the instrument must 
be exhibited.*® The Code would modify this requirement as to non-bank paper by 
authorizing collecting banks “unless otherwise instructed” to make presentment by 
notice,”” but would give the party to whom such presentment is made the right 
to require, among other things, “that the instrument be produced for acceptance or 
payment at a place specified in it or, if there be none, at any place reasonable in the 
circumstances.”"® The collecting bank making presentment by notice would have to 
comply with this and any other requirement of the payor under Section 3-505 by the 
next business day after it knows of the requirement.” If “neither honor nor request” 
under Section 3-505 is received by the day after maturity, or, if a demand item, the 
third business day after notice was sent, “the presenting bank may treat the item as 
dishonored and charge any secondary party by sending him notice of the facts.”*° 

If protest is necessary*’ presumably this can be furnished by a notary’s certificate 
stating the facts “based upon evidence satisfactory to such” notary,*? which in this 
case would presumably have to be the statement of the bank’s clerks. 

Presumably this section is intended to formalize and extend the practice of some 


would require the depositary bank to act at its peril in paying or dishonoring checks drawn against 
such deposits between the day when, in the normal course, the deposited item should be paid or dis- 
honored by the distant payor and the day when time to receive a timely notice of dishonor has obviously 
passed. 

78 See discussion infra under heading VII, “Deferred Posting.” 

™U. C. C. §4-103(1)(c) discussed supra under heading I, “Modification by Agreemcent.” 

NLT. L. $93. TON, 1. L. $74. 

*7U. C. C. §4-303: “Unless otherwise instructed, a collecting bank may present an item not payable 
by, through or at a bank by sending notice . . . in time to be received on or before the day when 
presentment is due .. .” 

78 U. C. C. §4-303(1) and Sec. 3-505. 

7U. C. C. §4-303(2). ®°U. C. C. §4-303(2). 

*. The Code would limit necessary protests to ‘‘any draft which on its face appears to be drawn or 
payable outside of the states and territories of the United States and the District of Columbia.” U. C. C. 
§3-501(5). 

*8U. C. C. §3-509(1). 
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banks of communicating (usually by telephone) with obligors on items payable at a 


street address in the same community and asking the obligor to come to the bank 


to make payment. Under this practice, if the obligor does not come in, the bank 


must make due presentment at the street address on the due date. Under the 
proposed section, however, presentment could be delayed for several days. 

The net effect of this section would be to permit a substantial slowing down 
of the collection process in the case of items not payable at a bank. The owner of 
any item would be specifically authorized to prohibit the use of this method of 
collection in his instructions, and he would be well advised to do so. 


VII 
DererreD PosTING 


“Deferred posting”®® is a bank operating method devised to meet problems 
created by the manpower shortage during World War II, and has been widely 
adopted since then. Briefly stated, it is a practice whereby all checks received by a 
payor bank on one business day are accumulated and “posted” to the ledger accounts 
of the drawers at one time during the next day, as contrasted with the practice of 
“dribble posting” whereby checks are posted from time to time during the day of 
receipt. Since examination for sufficiency of balance, endorsements, stop-orders, 
etc., is normally and most efficiently made at the time of posting, this practice 
necessarily results in the postponement of the drawee’s decision to pay or return 
the item, thus “delaying” the return thereof, possibly beyond the 24 hours permitted 
under the rule of the Wisner case.** 

Upon recommendation of the American Bankers Association, Regulation J of the 
Board of Governors of the Federal Reserve System and the circulars of the Federal 
Reserve Banks were amended, effective January 1, 1949, to recognize this practice by 
providing that a bank forwarding cash items to a Federal Reserve Bank would be 
deemed thereby to authorize the Federal Reserve Bank to accept, as conditional, 
payment for such cash items made on the day such items are received by a drawee 
bank and to permit the drawee bank to return items as unpaid, for credit or refund, 
at any time up to midnight of the drawee’s next business day.*® 

As a part of this program, the A. B. A. prepared a form of deposit contract which 
it urged banks to use in order to make sure that they had authority from their 
depositors to send items for collection subject to the Federal Reserve Bank rules 

*8 For an extensive discussion of the practice and problems of deferred posting, various statutes 
relating thereto, and the applicable provisions of the U. C. C. Proposed Final Draft, May 1949, see Leary, 
Deferred Posting and Delayed Returns—The Current Check Collection Problem, 62 Harv. L. Rev. 905 
(1949). 

** Wisner v. First National Bank of Gallitzin, 220 Pa. 21, 68 Atl. 955 (1908), holding a drawee bank 
liable as acceptor for not returning within 24 hours after receipt checks presented for payment, and citing 
N.L.L. Sec. 137. Although the Pennsylvania N.I.L. was promptly amended (56 P. S. Sec. 326) after this 
decision was rendered, this rule has been adopted by a large majority of the cases. See BRANNAN, 
NeEGoTIABLE INSTRUMENTS Law 1249 (7th ed., Beutel, 1948). 

8° 34 Fep. Res. But. 1472-1473 (1948); and see Circular No. 3400, Dec. 9, 1048, issued by Federal 
Res: rve Bank of New York. 
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and procedures, and also sponsored a “Model Deferred Posting Statute” intended 
to permit this practice by all drawee banks with respect to all demand items except 
those presented for payment over the counter.*’ The model statute, with variations 
in some instances, has been enacted in at least thirty-nine states and the District of 
Columbia.** This astonishing record is mute evidence of the widespread acceptance 
of the deferred posting practice. 

The model statute provides, in substance, that a drawee bank which receives a 
demand item other than for payment over the counter and which remits or gives 
credit for such item on the day of receipt may return such item for credit or refund 
at any time before midnight on the next succeeding business day. The Code would 
adopt the substance of the model statute with some refinements, except that the 
model statute specifically provides for freedom of contract. 

Even before the adoption of this practice there was confusion among the cases as 
to when the drawee bank had paid a check so as to preclude it from thereafter 
returning the check as unpaid or recognizing a stop-order, notice of death or in- 
solvency, or attachment against funds in the drawer’s account represented by such 
check. The courts found that the item had been paid if cash or irrevocable credit 
had been given.*® Most courts also found that even though conditional remittance 
or credit had been given, the check was paid when the appropriate employee of the 
bank made the decision of the bank to pay the item, usually evidenced by marking 
the item “paid” and debiting the drawer’s account,” and some cases so held even 


though no remittance or credit had been given.” 
The model statute contains no provisions dealing with these problems, and it 
does not appear to change the law in this respect.*? It does, however, increase the 


®® See letter dated May 21, 1948, from A. B. A. to all member banks. And see Collection Agreements; 
Text of Standard Form; Explanation, Paton’s Dicrst, SUPPLEMENT §26:2 (July, 1948). 

87 For text of A. B. A. Model Deferred Posting Statute, see Paron’s Dicest, SuppLEMENT §27 (Novem- 
ber, 1949). 

8® Banking, November, 1950, p. 86. 

°° Clearing house credit, National Bank of Baltimore v. Drovers’ & Mechanics’ Nat. Bank, 143 Md. 
163, 122 Atl. 12 (1923). Cashier's check accepted bv collecting bank without authority, Terminal Gas 
& Sup. Co. v. Medford Auto Co., 285 Mass. 528, 189 N. E. 805 (1934). Unconditional credit in account, 
Consolidated National Bank of N. Y. v. First National Bank, 129 App. Div. 538, 114 N. Y. Supp. 308 
(2d Dep't 1908), aff'd, 199 N. Y. 616; and Oddie v. National City Bank of New York, 45 N. Y. 737 
(1871). 

*® Clearing house credit: First National Bank of Philadephia v. National Park Bank, 165 N. Y. S. 15, 
reversed, 165 N. Y. Supp. 422 (1917), Note, 18 Cor. L. Rev. 480. Cf. In re Smith, Lockhard & Co. 
3 F.2d 444 (D. C. Md. 1924). Conditional remittance: Seaboard National Bank v. Central Trust & 
Savings Co., 253 Pa. 412, 98 Atl. 607 (1916), and see First National Bank of Portage v. Wisconsin 
National Bank of Watertown, 210 Wis. 533, 246 N. W. 593 (1933). However, where a collecting 
bank is authorized to accept a remittance draft, payment is conditional and if the draft is not paid the 
item may be charged back even though marked “paid” and charged to the drawer’s account, Parvin v. 
Midland National Bank and Trust Co. of Minneapolis, 176 Minn. 538, 224 N. W. 147 (1929). 

** Nineteenth Ward Bank v. First National Bank, 184 Mass. 49, 67 N. E. 670 (1903), and Baldwin's 
Bank v. Smith 215 N. Y. 76, 83-84, 109 N. E. 138 (1915); contra: Hanna v. McCrory, 19 N. M. 183, 
141 Pac. 996 (1914). These cases may probably be distinguished on the ground that the bank was 
considered to be the collecting agent in the first two cases but presentment appears to have been made 
over the counter in the last case. 

*2It might be argued that, since the statute authorizes return of any item up to midnight of the 
business day after its receipt, the drawee should recognize a stop-order, notice, etc., and exercise its 
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possibility of these questions arising because of the increased period of time during 


which the drawee may hold the item. For this reason, the model statute was modified 
when enacted in New York to provide, among other things, that when “the bank 
finally charges the item to the account of the drawer . . . or gives irrevocable credit 
therefor, the item shall be deemed to have been finally paid and the bank effecting 
such charge or giving such credit shall be accountable for the amount thereof.” 

In earlier drafts the Code contained provisions designed to make mere receipt by 
the payor bank of a “properly payable” item constitute “payment,” the payor bank 
having the right to return, within the time allowed, all items found to be not properly 
payable.** These provisions were supported on the basis of “shifting of risks be- 
tween seller-payee and buyer-drawer.”” 

The September 1950 Revisions provide that an item is “subject to any notice, 
stop-order or legal process received by a payor bank at any time up to midnight of 
the day of receipt of the item and before the bank settles for the item, accepts it. or 
posts it to the customer's account.”®* 

This would seem to apply the common law rule to all items paid on the day of 
their receipt and also to items held over for deferred posting provided the necessary 
conditional “settlement’®* was made before receipt of the notice, stop-order, or legal 
process. The position of the Reporters apparently is that holders of checks should 
be protected against the consequences of the fact that deferred posting extends the 
time during which notes, stop-orders, and legal process might defeat payment, 
because most holders of checks are “seller-payees” whose rights should be superior 
to the “buyer-drawer” who seeks to stop payment, other creditors, other payees who 
present over the counter for cash, or receivers.” 

Under current banking practice stop-orders, notices, etc., are noted on the 
customer's ledger card so that at the time each item is posted the clerk can decide 
whether or not it should be paid. Under the Code any bank, whether on deferred 
posting or not, would also have to note the time of receipt of the notice, etc., and all 
items posted that day or the next would have to be traced back through the bank’s 
work to ascertain, if possible, the time when settkement was made. This imposes a 
substantial administrative burden on most banks even if the time of settlement could 
be ascertained. Except in the case of items received through a clearing house, 
however, it is practically impossible for most banks to determine at what hour they 
“settled” for a particular item (z.e., gave credit in an account or settled by mailing a 
remittance). 


right of return even after having finally charged the drawer’s account. The cases cited in notes 89 and 
90 would indicate that this argument would not be sustained, but see Paino Bros. Inc. v. Central National 
Bank of Yonkers, 270 N. Y. 585, 1 N. E.2d 342 (1936). 

°° N.Y. N. I. L. Sec. 350-b as amended by L. 1950, c. 153, Sec. 1, effective March 27, 1950. 

**U. C. C. Proposed Final Draft, May 1949, Sec. 3-629, discussed in Leary, supra notes 7 and 83, at 


930. 
** Leary, supra note 83, at 930 ef seq. *°U. C. C. §4-404(3). 
*7 “Settlement” for any demand item may be recovered under the deferred posting section, U. C. C. 
§4-401(1). 

°* Leary, supra note 83, at 932 ef seq., especially 946, 951, 953, and 955. 


san criti Ni Sts 








324 Law anp CoNnTEMPORARY PROBLEMS 


The good to be accomplished by the special benefits thus accorded to the holders 
of checks is not sufficient to justify this very substantial administrative burden on 
banks.?™* 

Vil 
Ricuts oF Owner oF [TEM IN Event oF INSOLVENCY OF INTERMEDIARY OR Payor Bank 


The general rule at common law is that when a bank fails holding the unremitted 
proceeds of a collection item the rights of the owner of the item depend upon whether 
the closed bank (whether depositary, intermediary, or payor) is a trustee or a debtor.*” 
Unfortunately, there is considerable confusion and conflict in the cases as to which 
status is created under a given set of circumstances.’° Notwithstanding the ex- 
tremely substantial reduction in the number of bank failures in recent years, a uni- 
form statute dealing clearly and equitably with the rights of the holders of uncol- 
lected items in the event of bank insolvency would serve a very useful purpose. 

The A. B. A. Bank Collection Code sought to deal with this problem by giving 
the holder of such an item a preferred claim against the closed bank and providing 
that the assets of the closed bank should be impressed with a trust in favor of the 
owner’! In Jennings v. United States Fidelity and Guaranty Co.,°* however, the 


°** The new draft appears to eliminate this burden by providing in §4-404(1): “Any notice, stop 
order or legal process received and any valid set-off exercised by a payor bank is entitled to priority over 
any item drawn on and received by the bank until but not after the item is accepted, certified, paid in 
cash, paid by remittance, or posted to the indicated account of its customer or reaches that point of time 
in the processing of the item when the bank evidences by action its decision to pay the item, whichever 
happens first.” 

*® Paton’s Dicrst 326-350 and cases therein cited. 19° Ibid. 

792 Section 13 of the Bank Collection Code provides as follows: 

“Insolvency and preferences. 1. When the drawee or payor, or any other agent collecting bank shall 
fail or be closed for business by (official to be designated) or by action of the board of directors or 
by other proper legal action, after an item shall be mailed or otherwise entrusted to it for collection or 
payment but before the actual collection or payment thereof, it shall be the duty of the receiver or other 
official in charge of its assets to return sucn item, if same is in his possession, to the forwarding or 
presenting bank with reasonable diligence. 

2. Except in cases where an item or items is treated as dishonored by non-payment as provided in 
Section 11, when a drawee or payor bank has presented to it for payment an item or items drawn 
upon or payable by or at such bank and at the time has on deposit to the credit of the maker or drawer 
an amount equal to such item or items and such drawee or payor shall fail or close for business as above, 
after having charged such item or items to the account of the maker or drawer thereof or otherwise 
discharged his liability thereon but without such item or items having been paid or settled for by the 
drawee or payor either in money or by an unconditional credit given on its books or on the books of 
any other bank, which has been requested or accepted so as to constitute such drawee or payor or other 
bank debtor therefor, the assets of such drawee or payor shall be impressed with a trust in favor of the 
owner or owners of such item or items for the amount thereof, or for the balance payable upon a number 
of items which have ben exchanged, and such owner or owners shall be entitled to a preferred claim 
upon such assets, irrespective of whether the fund representing such item or items can be traced and 
identified as part of such assets or has been intermingled with or converted into other assets of such 
failed bank. 

3. Where an agent collecting bank other than the drawee or payor shall fail or be closed for business 
as above, after having received in any form the proceeds of an item or items entrusted to it for collection, 
but without such item or items having been paid or remitted for by it either in money or by an un- 
conditional credit given on its books or on the books of any other bank which has been requested 
or accepted so as to constitute such failed collecting or other bank debtor therefor, the assets of such 
agent collecting bank which has failed or been closed for business as above shall be impressed with a 
trust in favor of the owner or owners of such items or items for the amount of such proceeds and such 
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Supreme Court of the United States held that provisions of the National Bank Act'** 
required ratable distribution of the assets of insolvent national banks, and because the 
trust provisions of the state law created “a preference under another name,”'"* at 
least to the extent that the assets of the closed bank had not been augmented by the 
collection, they were overridden by the national act and invalid.’°’ In Illinois the 


entire Code was held unconstitutional on the ground that these insolvency provisions 
106 


were not separable. 
Accordingly, any code should take these decisions into account and either create 
no preferences applicable to national banks or provide for appropriate federal legis- 


lation applicable to national banks. 

Earlier drafts of the Code adopted the preference approach, apparently counting 
on federal enactment to make the provisions applicable to national banks. The 
September 1950 Revisions’ would create a direct preference only as to items handled 
by the closed bank as an intermediary. It contains no provision applicable to items 
handled as depositary, but does make an abortive effort to create a limited preference 
as to items handled as payor to the extent that they are remitted for by drafts in- 
tended to be assignments (see supra under I]I]—“Remittance Draft as an Assign- 
ment”). 

The Bank A.B.A. Collection Code deals with depositary banks as with intermedi- 
ary banks.’°* This seems to be appropriate. At common law, to the extent that col- 
lection is received by the collecting bank after it has closed, the proceeds are held in 
trust for the owner.’ In cases where the bank receives the proceeds before it closes 
but fails before making “final payment therefor,” there seems to be no good reason 
why a preference should be given to the owners of those items as to which the in- 
solvent was an intermediary collecting bank but not to the owners of items as to 
which the insolvent was the first collecting bank.’°” 


owner or owners shall be entitled to a preferred claim upon such assets, irrespective of whether the 
fund representing such item or items can be traced and identified as part of such assets or has been 
intermingled with or converted into other assets of such failed bank.” 

2°08 404 U. S. 216 (1935). 

208 Rev. Stat. §5236 (1875), 12 U. S.C. §194 (1946). 

204 594 U. S. 216, 226 (1935). °° See discussion in Paron’s Dicrst 438-442. 

°° People ex rel. Barrett v. Union Bank & Trust Co., 362 Ill. 164, 199 N. E. 272 (1935). 

ULC. C. 84-508: “Rights of Owner of Item Against Insolvent Intermediary or Payor Bank. 

(1) Except as provided in subsection (2) the owner of a properly payable item 

(a) may recover its amount from a payor bank which after receipt of the item suspends pay- 

ments before scttling for it or which sends in remittance a draft drawn on a third bank which 
is not paid; or 

(b) has a preferred claim against the cash on hand, bank deposits and outstanding remittance 

drafts payable of an intermediary bank which suspends payments either before or after it 
receives final payment for the item and itself makes no final payment therefor. 

(2) The owner of an item may not recover under this section if he has breached a warranty under 
Section 4-210 or if he elects to treat an item as unpaid and hold secondary parties. 

(3) An election to treat an item as unpaid is effective only if written notice thereof is given to the 
payor bank and to prior parties within ten days after the owner has received notice of the facts giving 
rise to his right to an election.” 

206 B.C. C. §13(3) supra note 101. ATON’s Dicrst 240 and authorities therein cited. 

7°°8Tn the new draft the insolvency provisions are completely revised. The same rules appear 


108 p 


applicable to depositary as to intermediary banks. §§4-212(5) and 4-213(4). 
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As to intermediary banks, the Code is apparently designed to avoid application ot 
the Jennings case by giving a preferred claim only against “cash on hand, bank 
deposits and outstanding remittance drafts payable.”"” In the Comments the Re- 


porters state: 


. « . as the collection work of an intermediary bank is really that of a conduit, cash on 
hand and accounts in correspondent banks are the proper fund to be earmarked for such 
protection. The lien theory eliminates necessity for tracing or showing augmentation of 
assets, both concepts being somewhat unrealistic in present-day banking operations. 


But quaere whether this is not, as the court ruled in the Jennings case, “a preference 
by another name.” In fact, the Code calls it a “preferred claim.”!”” 

The provisions of the Code dealing with the insolvent payor bank include the 
following. 

(1) If the bank suspends after receiving a “properly payable” item but 
before “settling” for it, the owner of the item would have a general claim 
against the closed bank.’ Under existing law, including the Bank Collection 
Code,"? the owner of such an item would have no claim unless the item 
were held to have been paid by charge to the drawer’s account or accepted 


by the drawee’s failure to return within 24 hours under the rule of the Wisner 


case.21% 


(2) If the payor bank suspends after having sent a remittance draft on 
a third bank which is not paid, the owner of the item so remitted for would 
have a general claim against the closed bank,'’* and would also have what is 
intended to be a preferred claim against the account of the closed bank with 


the third bank."® 

(3) If the payor bank had “settled” for the item with its own “primary 
obligation” authorized or ratified by the collecting bank, the latter would 
presumably be liable for improper handling,’?* and would have, in turn, a general 
claim against the closed bank on its “primary obligation.” 

(4) If the payor bank had “settled” for the item with its “unauthorized 
primary obligation,” the Code is silent as to the rights of the owner of the item 
against the closed bank on such obligation,” but provides that any officer or 


10> The new draft extends this preference to both “collecting banks” and “remitting banks,” §§4-212- 
(5) and 4-213(4), and revises the language as indicated supra note 109. 

4°, C. C. §4-508(1)(b), supra note 107. 

2. C. C. §4-508(1)(a), supra note 107. The new draft appears to have eliminated this provision. 

2B. C. C. §§11 and 13(1), supra note 101. 


18 Supra note 84. 
14. C. C. §4-508(1)(a) supra note 107. The new draft extends this provision to cashier's checks 


and primary obligations and gives the owner a preference against the cash, etc., of the remitting bank. 

128 See discussion supra under heading III, “Remittance Draft as Assignment.” 

16U C. C. §§4-206(1) and 4-109. The new draft authorizes collecting banks to accept the 
primary obligation of a remitting bank which clears through the same clearing house as the collecting bank. 
§4-212(1)(b). 

117 Since such remittance was “unauthorized” the collecting bank could presumably treat the items 
thus remitted for as unpaid and charge them back. U. C. C. §§4-213 and 4-214. And see Parvin v. 
Midland National Bank & Trust Co., 176 Minn. 538, 224 N. W. 147 (1929). 
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director of such bank who authorized such remittance “with knowledge that 
it was improper is liable as a surety for the bank to all prior parties for the 
amount.”??* 

Since the Code deals only with remittance in the form of either a “primary 
obligation” of the payor or a draft on a third bank, either the Code makes no pro- 
vision to cover a draft on the collecting bank or an authorization to charge the 
payor’s account with the collecting bank, or such draft or authorization is considered 
to be a “primary obligation” of the payor.’’® The latter construction would mean 
that a collecting bank authorizing such remittance would, in effect, guarantee pay- 
ment of such remittance notwithstanding that any such remittance not paid prior 
to notice of the remitting bank’s insolvency would appear to be revoked by such 
notice irrespective of the sufficiency of the account.’” 

Neither does the Code contain any provision covering the items for which the 
closed payor bank has “settled” by conditional credit in an account. Especially if 
such items have not been charged to the drawer’s accounts, it would seem that the 
receiver would be entitled to return them as unpaid at least within the time allowed 
for deferred posting. But contrast this with the right of the owner of an item for 
which the payor bank did not “settle” before it suspended. 

Recovery against the insolvent intermediary or payor bank is also denied if the 
owner “elects to treat an item as unpaid and hold secondary parties.”"*?_ This pro- 
vision raises a number of questions. What if the item is a note payable at a bank 
and the owner “elects” to hold the maker, who is a primary party? If the owner 
“elects to treat an item as unpaid” but his election is not “effective” because of failure 
to give all the necessary notices, is his recovery from the insolvent bank also pro- 
hibited? In case of an insolvent intermediary, why must notice of election be given 


to the payor bank ?!*"* 
ConcLusIons 


The general conclusion is inescapable that the Bank Deposits and Collections 
Article of the proposed Code would, if enacted in its present form, result in sub- 


™®U. C. C. §4-205. The new draft contains a similar provision. 

1 See discussion supra under heading I, B. 

#29U_ C. C. §3-409: “Draft not an Assignment.” 

722 U. C. C. §4-508(2) supra note 107. 

*1® The new draft provides, §4-213(1), that a collecting bank may accept credit in its deposit account 
with another bank or “appropriate authority to debit another bank’s account with it’; and it further 
provides, §4-213(3), that if a payor bank closes after such settlement and before expiration of time to 
revoke under the “deferred posting” provisions (a) the collecting bank may revoke the settlement and 
obtain refund from its customer, whether or not the item is returned or notice of dishonor received, 
provided it returns the items or sends notice, in which event the item is unpaid, and (b) if the item is not 
returned the owner or collecting bank may send written demand for return and if the demand is sent 
“before expiration of the midnight deadline of the payor bank, the item must be returned within a 
reasonable time after receipt of the demand and if no payment is made the item shall be treated as paid 
if it is otherwise properly payable.” These new provisions seem to be confusing and inconsistent, ¢.g., 
(1) if the collecting bank revokes the credit and sends notice “the item shall be unpaid,” but if the 
collecting bank or the owner also demands return of the item and “no payment is made the item shall 
be treated as paid,” and (2) from when is the payor bank's “midnight deadline” computed? 
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stantial changes in many of the rules which govern the relation of bank and 
depositor, and that the apparently undesirable consequences of many of such changes 
appear to outweigh the good sought to be achieved. 

In fact, some of the changes which the Code would make in existing law and 
practice are so illogical and the consequences so grave as to suggest that either the 
change or the consequence, or both, are unintentional. At the very least these sug- 
gest that the Reporters are not yet ready to submit a truly “final” draft.1*!” 

Perhaps the most important change that would be wrought by the Code in this 
field is the transformation of the bank-depositor relationship from a contractual one 
to a statutory, or part statutory and part contractual, relationship. The ostensible 
reason for the proposed change is that the contracts which the Code would prohibit 
violate sound public policy, but it is not at all clear that this is so. In fact, it would 
seem that the good sought to be accomplished by such prohibitions is not worth 
the price in the form of the restrictions thereby imposed upon future developments 
of new collection methods and upon certain present collection practices. 

Some of the other changes, such as the order of priority of stop-orders, notices, 
and legal processes over items presented for payment, depending upon receipt of the 
former before the bank has “settled” for the item, would place substantial adminis- 
trative burdens on banks without accomplishing any very substantial good.’*"" Still 
other changes, such as the direct return of unpaid items and presentment by notice, 
look to the possible development of new collection methods. Since these methods 
have not yet been put into practice it is difficult to determine whether or not the 
provisions of the Code are adequate. 

What should be the most important provisions of the Code—those applicable in 
the event of bank insolvency—seem to be incomplete and inconsistent. The new 
draft contains substantial improvements in these provisions; but they are complicated 
and deal with complicated circumstances and will require considerable study before 
their adequacy can be determined. It is doubtful that they would be held applicable 
to national banks without appropriate amendment to the National Bank Act. 

The author is acutely aware that this paper fails utterly to give due credit to 
the many admirable provisions of Article 4 which have been produced after many 
months and years of study and frequent consultation with bankers, bank lawyers, 
bar groups, and other informed groups and individuals. The justification for this 
omission lies in the limitations of space and the fact that the Code is presumably 
approaching its final forms. Under the circumstances, it seems most appropriate to 

121” The substantial changes in the new draft emphasize this conclusion, They represent painstaking 
efforts to rectify the impractical and unintentional consequences in the prior draft and they succeed in 


many instances; but as indicated in the brief footnotes which have been added to this paper, these changes, 
in turn, have created additional areas of ambiguity. 

121¢ This example given is corrected in the new draft, but see supra note 74a pointing out that the new 
draft requires a depositary bank to act at its peril in paying or dishonoring checks drawn against cash 
items in process of collection between the day when, in the normal course, such items should be paid or 
dishonored by a distant payor and the day when time to receive timely notice of dishonor of such items 


has obviously passed. 
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stress that which is yet to be done. The great number of drafts of this Article which 
have been prepared and circulated, both officially and unofficially, is mute evidence 
of the tremendous amount of time and effort spent on this subject by the Reporters 
and those whom they have consulted. The continued improvement in each suc- 
cessive draft gives room for the hope that an adequate bank collections part may yet 


be presented. 








ON THE LEGAL METHOD OF THE UNIFORM 
COMMERCIAL CODE 


MiTcHELL FRANKLIN* 


I 


The projet of the Uniform Commercial Code of 1950 is of the greatest im- 
portance in the history of American law, because it has given the problem of the 
general codification of American law certain of the significance it deserves in the 
United States. 

However, this projet is not the first commercial code proposed in this country. 
About 1825 the projet of a commercial code, containing almost two thousand articles, 
was formulated in Louisiana. The texts were part of a general upsurge of codification, 
which, in part, was inspired and influenced by the history of codification in France. 
A series of several codes, mostly Romanist, was prepared under the leadership of 
Edward Livingston. The projet of the commercial code was among these codes, of 
which the most important was the civil code.’ 

The commercial code, thus prepared for Louisiana, was not given the force of 
law, and has been forgotten. On the other hand, the projet of the UCC makes its 
appearance at a time when it may be expected to precipitate general American in- 
terest in codification. The UCC comes at the end of a long period of preparation 
for codification of American private law. The codification thus represented by the 
UCC or the lex Llewellyn has its origins in two movements of American legal 
history. The chief of these was the movement in favor of partial “private” or partial 
authoritative codification, represented by the formulation of the Restatements of 
Law, or by the various texts of uniform state laws.” It may be said that the Jex 
Llewellyn, in so far as it is a redaction, is the present culmination of this movement. 
The second movement, the force of which contributes to the possibility of bestowing 
legal vigor on the UCC, has been the tendency in the United States to support the 
codification of international law, and thus the proposed code also develops out of 
the history of the Harvard restatements and formulations of international law.’ 

The UCC rests, therefore, on a solid historical development in the United 
States, which has undermined the force of the opposition to codification, supposedly 
justified by conceptions borrowed from Savigny and the jurists of the historical 
schools influenced by Savigny, and has put American law on the path indicated by 
Bacon, Bentham, and Livingston. 


* A.B. 1922, Harvard College; LL.B. 1925, S.J.D. 1928, Harvard University. W. R. Irby Professor of 
Law, Tulane University. j ; 

* Franklin, Concerning the Historic Importance of Edward Livingston, 11 Turane L. Rev. 163, 210 
(1937). 

* Franklin, The Historic Function of the American Law Institute: Restatement as Traditional to Codi- 
fication, 47 Harv. L. Rev. 1367 (1934). 

* Franklin, 4 Study of Interpretation in the Civil Law, 3 Vanv. L. Rev. 557, 560 (1950). 
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Aside, therefore, from the content of the proposed commercial code, it is of the 
greatest importance because it massively poses the general problem of codification of 
the common law. The commercial code proposed in 1825 in Louisiana was formu- 
lated or redacted as a Romanist text, and as such reflected well established Romanist 
or civilian legal ideas. However, the lex Llewellyn makes its appearance as a projet 
of a code, not only within the framework of a legal history which has only very re- 
cently and only very reluctantly relented in its general prejudices against codification, 
but also within the framework of a legal history which is based on the common law 
rather than on the civil law with its tradition of codification. Hence, certain aspects 
of the proposed American commercial code should be considered apart from the 
content of the text itself. 


II 


The lex Llewellyn has been formulated and redacted not only during a period 
of Keynesian economic theory, but also with consciousness of nineteenth and twenti- 
eth century legal theory and legal science. Hence, it avoids the mechanistic concep- 
tions of codification, such as those which may derive from distortions and vulgari- 
zations of certain sides of the thought of Austin. The lex Llewellyn may be said 
to avoid, therefore, a merely military conception of codification, that is, a conception 
of codification regarded as a command by a political superior to a political inferior. 
The lex Llewellyn of course accepts the principle of the hegemony of legislative 
activity, expressed through texts having the force of law. The recognition of such 
hegemony is essential because the “uniformity” sought through giving the UCC the 
force of law is a principle of uniformity grounded on the uniformity of the text of 
the code throughout the United States. Nevertheless, the UCC does not represent 
what might be called a Befehlsrecht, that is, a system of law based on the military 
idea of a command. 

The authors and redactors of the UCC avoid a Befehlsrecht by admitting certain 
nineteenth and twentieth century legal theory concerning the meaning of law. In 
accordance with such thinking, law is not only a body of texts or formulations having 
the force of law, as is supposed by the vulgar Austinians and Benthamites, but it also 
connotes recognition of the role or force of legal or professional method, as was 
suggested by Savigny and the German jurists of the historical school of the nineteenth 
century, as well as recognition of the role or force of accepted or received ideas re- 
lating to the purpose or end of law, as was suggested in the Zwecklehre of von 
Jhering during the same century. In this country and in this century Pound there- 
fore understood law as comprehensively meaning the body of precepts having the 
force of law, legal method, and the received ideals of the legal order. The lex 
Llewellyn admits the role of legal method (including a conception of the sources 
of law) and of the mission or function or purpose of the texts thereof. 

Hence, at this point, it may be reiterated that even apart from the content of the 
new commercial code, the projet deserves full consideration because of its recognition 
of the role of legal method, its conception of the sources of law, and its acceptance 
of the theory of purpose or final cause of the text. 
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Ill 


In a recent joint sitting of the commissions for reform of the French civil code 
and of the French commercial code it was agreed that in such activity “the study 
of comparative law cannot be neglected.”* The proposed American commercial code 
may likewise be examined from the point of view of comparative law. 

Although the projet of the UCC cautiously reflects the influence of Roman and 
modern Roman theories of legal method, it has been less sensitive to their theories 
of the technique of legislation and codification. This problem cannot be pursued 
here, but this is one of the weakest aspects of the UCC. However, even in this 
connection, there has been considerable advance over the restatements and the earlier 
uniform laws. 

For instance, Section 1-107 of the UCC stipulates that 


The Rules enunciated in this Act which are not qualified by the words “unless otherwise 
agreed” or similar language are mandatory and may not be waived or modified by agree- 
ment. 


Thus, the projet receives the basic distinction which obtains in modern Roman law 
between ius cogens and ius dispositivum.® The motifs justify Section 1-107, saying: 


One of the purposes of this Act is to make uniform the mandatory rules governing 
commercial transactions. 

This Act contains two types of rules: (1) Rules which are mandatory[,] that is, intended 
to govern the contract; (2) Rules which are intended merely to substitute for matters not 
expressed by the parties to the contract. 

The former may not be modified or waived by agreement. The latter may be waived or 
modified at will. The failure by courts to distinguish between these two types of rules in 
interpreting prior Acts has led to complete lack of uniformity.® 


Although Section 1-107 makes this important forward step, the formulation falls 
short of modern Romanist formulation relating to the problem. Thus, Article 1418 
of the new Italian Civil Code says: 


Contracts are null if they are contrary to imperative norms, unless the legislative text dis- 
poses otherwise. Contracts result in nullity for lack of one of the requisites indicated in 
article 1325 [consent, cause, object, form], for illicitness of cause, for illicitness of motive 
in the instance indicated in article 1345, and for lack of requisites in the object of the 
contract established in article 1346 [object must be possible, licit, determined or determin- 
able]. 


Furthermore, it may be mentioned that modern Romanist procedural ideas re- 


“ Commissions de réforme du code civil et du code de commerce, procés-verbal analytique, 25 Octobre 
1949, TRAVAUX DE LA COMMISSION DE REFORME DU CODE CIVIL 1948-1949 105 (1950). 

© See Morrison, Legislative Technique and the Problem of Suppletive and Constructive Laws, 9 TULANE 
L. Rev. 544 (1935); Lenhoff, Optional Terms (Jus Dispositivum) and Required Terms (Jus Cogens) 
in the Law of Contracts, 45 Micuw. L. Rev. 39 (1946); ANGELEscO, LA TECHNIQUE LEGISLATIVE EN 
MATIERE DE CODIFICATION CIVILE 574 (1930). 

*Compare: “. . . the law of contracts deals only with duties defined by the expressions of the 
parties. . . .”’ Resco 32, comment a. Sce the basic formulation of Article 1764 of the Louisiana civil 


code. 
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lating to commercial law, so far as this writer knows, seem to have made slight im- 
pression on the formulators and redactors of the UCC (though certain of them have 
been conscious of the impact of procedure on the content of law). For instance, it 
has been asked in France, during discussions of the relation between civil and 
commercial codes, whether a commercial code does not presuppose commercial 
courts. Julliot de la Morandiére has raised the question whether a commercial 
code, distinct from a civil code, does not require the separate commercial tribunals 
or trial courts which exist in France. He has observed: 


. . that in actuality the distinction between the two codes is in close relation with the 
distinction between civil and commercial tribunals [= trial courts], a distinction which 
there is no question of suppressing. He recognized, in agreement with M. Houin, that the 
tribunals of commerce apply the rules of civil law every day without difficulty, notably in 
matters relating to responsibility, and that the court of appeal is introduced to control as a 
general jurisdiction of the second degree [= appellate court of second level].’ 


IV 
However, in important respects, the lex Llewellyn “displaces” the legal method 
of the Anglo-American common law and substitutes the legal method of the civil 
law. Formally, such “displacement,” which is cautiously stated, represents a re- 
markable advance in the history of American law. 
The basic text in which this development is accomplished is Section 1-102.1. 
This fragment provides that the code 


. shall be liberally construed and applied to promoie its underlying reasons, purposes 
and policies. One of the main purposes is to make uniform the law among the various 
jurisdictions. 


The effect of this language is that the code not only has the force of law, but is 
itself a source of law. The formulation of fragment 1 of Section 1-102 signifies that 
if the text of the code falls short of deciding the controversy or problem, the code 
may itself be developed or “applied to promote its underlying reasons, purposes and 
policies.” The fragment consecrates the general process of development or unfolding 
the code, so that it decides by analogy what it does not control by genuine interpre- 
tation (“construction”). Other legal theorists may regard this process as extensive 
interpretation. 

Moreover, fragment 3 of Section 1-102 not only reiterates but also exemplifies the 
principle of the potential or analogical force of the actual or positive texts of the lex 
Llewellyn. This fragment provides that 


A provision of this Act which is stated to be applicable “between merchants” or otherwise 
to be of limited application need not be so limited when the circumstances and underlying 
reasons justify extending its application. 


Hence, fragments 1 and 3 of Section 1-102 justify and legitimate the analogical 
development of the UCC. The text of Section 1-201.1 is the fundamental text, 


* See note 4 supra. 
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justifying such legal method, although it is formulated more cautiously than frag- 
ment 3. This is said because fragment 3 is merely a bold, though narrow, instance 
of the principle of the potential force of the code cautiously formulated in frag- 
ment I. 

For the sake of the national “uniformity,” which it is “one of the main purposes” 
of the projet to achieve, Section 1-102.1 forbids or excludes particularistic-historical 
interpretation of the UCC, so that the national purpose or Zweck of “uniformity” of 
interpretation acquires a force superior to that of the particularistic law prior to the 
reception of the UCC. But in thus “breaking” the force of particularistic-historical 
interpretation by means of purposive or Zweck interpretation, Section 1-102.1 also 
makes such Zweck or aim of the UCC the source of law for the closing of gaps or of 
lacunae in the UCC, as such omissions are disclosed by historical development 
within civil society. 

The motifs (the pedagogic mass of the lex Llewellyn, reminiscent of the institutes 
or pedagogic element in the corpus iuris of Justinian and likewise intended to have 
some force of law, cf. Section 1-102.2) confirm that the purpose of the projet is 
itself a general source of law for closing gaps in the UCC. Hence, it is declared 


This Act is drawn to provide flexibility so that . . . it will provide its own machinery for 
expansion and gradual alteration. It is intended to make it possible for the law embodied 
in this Act to be developed by the courts in the light of unforeseen circumstances. 


Consequently 


This Act adopts the trend of those cases which extend the principle of a statute either to 
fill a gap in the language or to apply to a situation outside of the statute’s explicit scope 
where reason and policy justify such extention. 


In connection with the last statement the motifs of the UCC invoke Commercial 
National Bank of New Orleans v. Canal-Louisiana Bank & Trust Co. as repre- 
sentative of the “trend,” justifying the analogical development of legislative texts. 
However, the process of deciding legal problems by the analogical force of legislative 
formulations rather than by resort to the force of customary law is a marked char- 
acteristic of the Roman and modern Roman law, sharply differentiating the latter 
from the Anglo-American common law with its traditions of antagonism to legisla- 
tion and to the potential force of legislation. The long and successful history of 
codification in the Roman and civil law is in no small measure the result of 
Romanist legal method, in accordance with which a text is both law and a source 
of law. 

The Romanist legal method consecrated by fragments 1 and 3 of Section 1-102 is 
particularly justified when a fresh legal start, such as is indicated by the /ex 
Llewellyn, is historically demanded. The process of deepening or of developing the 
legislative text analogically is an assurance tlat fresh and justified sources of law 
will be invoked instead of sources which are obsolete or historically overcome. It 


® 239 U. S. 520 (1916). 
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makes possible the development of the purpose of the new text, so that such purpose 
controls the determination of controversies brought about by the course of social 
development. 


Vv 

However, considering the matter formally and without regard to the content of 
the UCC, the process of analogical development of codes, as consecrated by Section 
I-102.1, 3, is not always justified. In this connection, it is of course irrelevant to dis- 
cuss here the problem of the exclusion of the force of analogy in criminal law. But 
within the scope of the lex Llewellyn itself it is permissible to discuss the problem 
of bounding the expansive force of the new code. 

The UCC itself states limitations on resort to analogy. Section 1-102.1 stipulates 
that the development of the code is justified only “to promote its underlying reasons, 
purposes and policies.” Furthermore, the motifs say that 


Where the underlying reason of an express provision of the Act does not apply to a 
particular situation, the effect of the provision should be correspondingly limited . . . 
Where a section is silent on a particular point, negative inference may be justified when 
the reason of the situation requires or justifies such inference. 


From a formal point of view, the virtually boundless generosity of Section 1-102.1, 
3, in formulating such theory of the limits of the productive force of the code, could 
be defended, if the lex Llewellyn were a civil code and not a commercial code. 

A civil code or the civil law (private law) states the content of the legal relations 
obtaining under a certain system of social relations. A civil code or civil law com- 
prehensively reflects and reflects back on the totality of social relations within a given 
society. In the words of Article 2 of the Louisiana Civil Code, inspired by the 
French projet of the Year VIII (=1800), the texts of the civil code “generally relate 
not to solitary or singular cases, but to what passes in the ordinary course of affairs.” 

A general civil code, therefore, has general force and is a general source of law. 
A theory of the general potential or productive force of the lex Llewellyn, such as is 
in effect stated in Section 1-102.1, 3, would have been justified if the proposed law 
were a civil code, that is, a general code. Such general law would have general 
force and would be a general source of law. 

As the civil code or the civil law has both general actual force and general po- 
tential force because of its role in civil society, a commercial code or commercial 
law, contrary to Section 1-102.1, 3 of the UCC, ordinarily should have only singular 
actual force and exceptional potential force, in so far as the commercial code or the 
commercial law does not merely exemplify or particularize the civil code or civil 
law. 

Unlike the civil law or the civil code, which dominate the totality of social rela- 
tionships, the related commercial code or commercial law only controls, in a certain 
way, the content of the law affecting certain particular subjects of law (e.g., com- 
mercants, bankers, etc. etc.), or certain particular subject matter of law (e.g., acts of 
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commerce, negotiable instruments, etc. etc.). A commercial code or commercial 
law therefore presupposes “its” related actual civil code or an actual civil law. Hence, 
the secretariat-general of the commission for the reform of the French civil code has 


said 
The civil code must remain the general private code, the code of commerce being limited 
to applications and derogations.® 


Indeed, in some national states it has been questioned whether the conception of 
the equality of the subjects of law, which supposedly is an aspect of the idea of the 
rule of law, that is, of the Rechtsstaat, does not demand the complete elimination of 
the commercial code. Hence, the new Italian civil code of 1942 has absorbed what- 
ever is desirable of the old Italian commercial code. The latter has been deprived 
of the force of law. 

There is, then, in Italy today only a civil, but no commercial code of “applications 
and derogations.” During the period prior to the introduction of the new Italian 
civil code the productive role of the commercial code in relation to the regime of the 
general civil code or civil law was thoroughly explored.’° 

The Italian unification of the civil and commercial codes has been studied in 
France, where great activity toward the preparation of new codes, civil and com- 
mercial, now exists. The secretariat-general of the commission for the reform of 
the civil code has asked whether the texts of the new civil and commercial codes, 
following the Italian example, should not be united in a single code of private law."? 

However, within the United States, where there is no distinguished tradition of 
codification, a commercial code has been formulated even before a general civil code 
has been formulated or even suggested. This establishes the codified commercial 
law in a remarkably powerful situation in regard to the uncodified civil law to which 
it is connected and which it presupposes. But there has been a long tradition of the 
force of exceptional law during the history of Anglo-American private law, despite 
the supposed hegemony of the rule of law and of the common or general civil law. 
Anglo-American equity was an exceptional law, capable of overcoming this com- 
mon or general civil law; for equity only acted if the common law remedy was in- 
adequate. It is well known that such exceptional Anglo-American equity did not, 
however, merely have exceptional force in the history of Anglo-American private 
law; for the entire system of the general private law was veered by the exceptional 
chancery law. In the history of American commercial law of the nineteenth century 
the doctrine of Swift v. Tyson’ also consecrated a powerful exceptional commercial 
law under the regime of the American Constitution, and, indeed, the emergence 
of the proposed UCC cannot be understood apart from the overthrow and 

® Note du secrétariat-général de la commission de réforme du code civil, in TRAVAUX, op. cit. supra, 
note 4, at 98. 

*® BosBio, L’ANALOGIA NELLA LOGICA DEL DIRITTO Cc. 13 (1938). 

™ Note du secrétariat-général de la commission de réforme du code civil, in TRavavx, op. cit. supra, 


note 4, at 96. 
1916 Pet. 1 (U. S. 1842). 
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failure of Swift v. Tyson, with its similar passion for uniformity, nor apart from 
the economic history of the United States since the Civil War, during which concen- 
trated economic power has developed. 


VI 


Ray has indicated that in a code the texts are only relatively independent of each 
other.’* If the different texts were absolutely independent the code would cease to be 
a code and would be a digest in the Anglo-American common law sense. Hence it 
may be reiterated that the commercial code presupposes its actual or positive civil code 
or civil law, and is a singular law. The potential or analogical force of the com- 
mercial code ordinarily should be correspondingly limited by the general potential 
force of the civil code or the civil law. Therefore, the commercial code ordinarily 
should have only exceptional force as a source of new law, in so far as such com- 
mercial code does not merely exemplify or particularize the civil code or civil law to 
which it is related. The general productive force claimed by Section 1-102.1,3 and by 
the motifs therof would not be consistent with ideas based on the supposed singu 
larity of the projet of the commercial code. 

The consequences of admitting the general potential force of singular law may be 
illustrated by Commercial National Bank of New Orleans v. Canal-Louisiana Bank 
& Trust Co.,\* a case invoked in the motifs of the UCC to justify the general pro- 
ductive force given the code in Section 1-102. This case, decided in 1916, concerned 
the force of the uniform laws in Louisiana, which also has a general civil code 
based largely on French law. The Supreme Court of the United States used the 
exceptional legal novels, that is, the uniform laws, productively and virtually ignored 
the texts of the Louisiana civil code and the general productive force of the latter. 
The result was that a “uniform” or a national decision was made by the Supreme 
Court, but that damage was inflicted on general and pervasive conceptions of the 
Louisiana civil code. From the point of view of the uniformity sought in the United 
States by means of the uniform laws, the determination of the Supreme Court was 
justified; but from the point of view of the ordre publique of Louisiana this and 
similar decisions are vulnerable and subject to criticism. 

As has already been indicated, if the civil law is uncodified, as it is in the United 
States save in Louisiana and Puerto Rico, concepts of ordre publique are even more 


exposed to the general potential force of the proposed commercial code. 


VII 


Although the /ex Llewellyn bears the title of a commercial code, the UCC in fact 
deliberately enunciates (Section 1-104) and also seeks to establish that it is not 
“solitary” but “general” law. The UCC thus excludes the limiting effect of the role 
of ordre publique, at least of unwritten ordre publique, on the potential or analogical 
force of the new code, other than as formulated in Section 1-102.1, 3, though such 


13 Ray, Essal SUR LA STRUCTURE LOGIQUE DU CODE CIVIL FRANCAIS 244-253 (1926). 
** See note 8 supra. 
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limitation, based on public order, might be demanded if the lex Llewellyn were only 
ius singulare and thus lacked general potential force. 

Indeed, it is the mission of Section 1-103 to show obliquely that in relation to the 
actual or positive civil law the commercial code is general law and the civil law itself 
is singular law. The text reads that 


Unless displaced by the particular provisions of this Act, the principles of law and equity, 
including the law merchant . . . shall supplement its provisions. 

Under Section 1-103 of the lex Liewellyn the related civil law, which is here 
described as “supplemental” law, is in fact singular law because it is subject to 
being “displaced by the particular provisions” of the UCC. Among these pro- 
visions are fragments 1 and 3 of Section 1-102, permitting the general productive 
force of the UCC. Section 1-102.1, 3 are “particular” provisions of the lex Llewellyn 
without however having merely “singular” force. If Section 1-103 meant that each 
“particular” provision of the code only had “singular” force, such meaning would 
contradict the role of fragments 1 and 3 of Section 1-102 in recognizing the potential 
or analogical force of actual or positive particular texts of the code. 

However, it may seem that the phrase “particular provisions” of the code, as 
formulated in Section 1-103, has some limiting effect on fragments 1 and 3 of Section 
1-102. In modern Roman or civil law a distinction is made between the analogical 
possibility of a text having the force of law (Gesetzesanalogie) and the analogical 
possibility of a principle derived from and discovered in a plurality of texts having 
the force of law (Rechtsanalogie). For instance, Wolff says that from Articles 367, 
371, 456, 468, 824, 916, 1026, and 1050 of the Austrian civil code, together with other 
texts, a basic general principle, relating to the protection of third persons who in good 
faith have given their confidence to an external state of affairs, has been derived and 
has been given general application.’ What Wolff treats as a basic concept was de- 
veloped from the indicated group of particular articles of the Austrian civil code. 

The immediate problem is, therefore, whether the process of “displacement” of 
“supplemental” law by “particular” provisions of the UCC means that the analogical 
force of “particular” texts is limited to “particular” rather than to “general” analogy 
inspired or developed from “particular” texts, that is, the problem is whether Section 
1-103 permits only Gesetzesanalogie and excludes Rechtsanalogie. Although the 
motifs of Section 1-103 justify “explicit” “displacement,” it seems that the word “par- 
ticular,” as used in Section 1-103 does not recognize merely “particular” analogical 
development (Gesetzesanalogie), of which fragment 3 of Section 1-102 perhaps is an 
example, but also tolerates “general” analogical development (Rechtsanalogie). 
This interpretation of Section 1-103 is supported by the contextual formulation of 
Section 1-102.1, which unfetters the possibility of a general analogical development 
of the UCC on a Zweck or but foundation, that is, in accordance with the “under- 
lying reasons, purposes and policies” of the projet, as exemplified by “particular” 
texts of the UCC. 


2° Woirr, GRUNDRISS DES OsTERREICHISCHEN BURGERLICHEN RecuTs 15 (4te Auf., 1948). 
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If it is the mission of Section 1-103 to seek to establish the general actual and 
potential hegemony of the UCC in relation to the civil law, it is the mission of 
Section 1-104, to which reference already has been made, to defend the hegemony of 
the new code against subsequent legislation or novels. Section 1-104 seeks to accom- 
plish this by stating 
This Act being a general act intended as a unified coverage of its subject matter, no part 
of it shall be deemed to be impliedly repealed by subsequent legislation if such construction 


can reasonably be avoided. 


Hence the UCC seems to have been given the potential or analogical force of 
general law in relation to existing civil or private law, and at the same time it has 


resources to repel the force of subsequent legislation. 


VIII 

The so-called uniform commercial code is therefore not only a commercial code, 
as this conception is understood in modern Romanist law, but also claims to be a 
general code, limited in force only by the content and the general potentiality of the 
content. 

To a certain extent the content of the UCC corresponds to the content of civil 
codes. Indeed, French theorists say that “there is hardly a contract which cannot 
sometimes be civil, sometimes commercial, even both at the same time.”’® It may 
be emphasized that Article 9, which is devoted to security in movable property, is 
concerned with basic problems of civil law. Article 2, which is concerned with the 
sale of movable property, is one of the basic contracts of the civil codes. Furthermore, 
Article 2 possesses utmost importance in regard to the general theory of contract. 
Because of the potential or analogical force of Article 2, as justified by Section 
1-102.1, 3 and the motifs, the texts of Article 2 are essential in teaching even ele- 
mentary contract law. In consequence of the possibility released by Section 1-102.1, 3 
and by the motifs, the impact of the UCC on the Restatement of Contracts cannot 
be ignored, even though Resco formulates the general theory of contract, as the latter 
is understood in Anglo-American common law. 

Nevertheless, the content of the UCC is in fact much more restricted than the 
content of the civil law or of a civil code. The enunciation of Section 1-104 that the 
UCC is a “general” law means that the projet is comprehensive within its relatively 
confined scope, and that the texts of the UCC are interrelative and presuppose each 
other. As has been indicated, this principle of the interrelation of the particular 
texts is essential in a code. 

But the enunciative phrase “general act,” as used in Section 1-104, acquires an 
added significance because of Section 1-103. In the discussion of Section 1-103, it 
has been suggested that the civil law, that is, “the principles of law and equity, in- 
cluding the law merchant,” has been reduced to “supplemental” or singular law, 

*® Note du secrétariat-général de la commission de réforme du code civil, in TRAVAUX, op. cit. supra, 


note 4, at 101. 
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so far as the UCC is concerned. If Section 1-104 is then read in connection with 
Section 1-103 the enunciative phrase “general act,” used in the former, connotes or 
suggests that the UCC is the general law because the civil law is the singular law. 
Because of this relationship between Section 1-103 and Section 1-104, the words 
“general act” become significant from the point of view of legal method. These 
words reflect on Section 1-102.1, 3 and tend further to justify the general productive 
or analogical force of the UCC without regard to ideas of the public order prevailing 
in different competences. Thus, it seems that the projet has been given general po- 
tential force, though the scope of the texts of the UCC does not coincide with the 
content of the entire civil law. 

Because the UCC enunciates and seeks to establish that it is essentially a general 
code and not singular law and because Section 1-102.1, 3 gives general potential force 
to the UCC, it may be suggested that this projet fails to satisfy certain prerequisites 
of such a code. 

In the first place, all social forces within civil society, including trade unions, 
farmers’ organizations, co-operatives, and consumers’ groups, should have enjoyed 
a full and active role in the technical history of the formulation of the content of the 
UCC. 

In the second place, the general potential force of Section 1-102.1, 3 based on the 
effect of the idea of national uniformity, should have been qualified by ideas designed 
to defend the ordre publique of the various American political competences receiving 


the UCC. 
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IX 

At this point it may be emphasized that the lex Llewellyn represents an outstand- 
ing accomplishment of American law because of its consciousness that codification 
cannot proceed unless it is accepted that the history of the legal method of Anglo- 
American common law shows the latter to be unsuitable for a regime of systematic 
written legal texts; and hence that such common law legal method must be “dis- 
placed” and replaced by legal method received from the history of the legal method 
of the Roman and modern Roman law, which developed during many centuries of 
experience with codification. Furthermore, it may be emphasized that the UCC 
is an outstanding accomplishment of American law because it accepts nineteenth and 
twentieth century theories of law, expressed chiefly by Pound, which have held that 
law is not merely a collection of formulations, but also presupposes the role of legal 
or professional method (Kunst) (Savigny) in relation to such texts as well as the 
power of the received ideals or historical aims of such texts (Zweck) (von Jhering). 

However, the UCC does not go beyond these accomplishments of nineteenth and 
twentieth century legal theorists, and seems to fail to take account of the present 
situation of legal theory relating to the role and force of legal method and of received 
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purposes or aims. 
Of the three elements of law presupposed or recognized in the UCC, two of them 





On THE Lecat MeTHop oF THE Unirorm ComMerciaL Cope 341 


(legal method and purpose) are non-normative, non-formulated elements of law. 
3ut the legal history of the twentieth century has shown that the formulated or 
normative elements of a code may be subordinated by the non-normative elements, 


such as legal or professional method and such as purpose. For instance, the German 


civil code of 1900 later in the century was veered into an instrument of German 
National Socialism by subordinating the unchanged Weimar text of the BGB to the 
purposes of the National Socialist Weltanschauung."* Hence the possibility must 
be envisaged that although a code may be introduced in order to overcome intolerable 
actual or positive unformulated law, the newly formulated code itself may in turn 
be subordinated to a new body of unformulated legal conceptions—to a fresh natural 
law, as it were. 

As has been pointed out, fragment 1 of Section 1-102 says that the UCC shall be 
“construed and applied to promote its underlying reasons, purposes and policies. One 
of the main purposes is to make uniform the law among the various jurisdictions.” 

It is certainly correct to create a legal system, the aim of which is to achieve uni- 
formity of determination. However, the aim of uniformity may become, in view 
of American economic history of recent decades, merely a means to other ends. 
If the code is a means to an end, such end may become also a means to further ends, 
grounded in social history. The final cause is also an efficient cause. Certainly, the 
aim of uniformity is in itself abstract, formal or empty, unless such uniformity is a 
means to the ends rooted in American social history. The possibility should be con- 
sidered that the national uniformity now sought by the UCC could result in the 
establishment of or justification for a national hegemony characterized as a uniform- 
ity. Such uniformity might be repelled if Section 1-102 were qualified to admit the 
role of the public order of the particular jurisdictions receiving the UCC. 

X 

Moreover, the /ex Llewellyn fails to take account of twentieth century legal 
history relating to the role of legal method in invisibly reformulating formulated 
texts. Following Montesquieu, Kant had absolutely differentiated the making of 
law from the interpretation of law. However, it became possible after Hegel to 
understand that the Kantian distinction was only relative, and that the distinction 
even could collapse, so that the interpreter of law also became the maker of law. 
Certain American constitutional law confirmed this understanding. The appearance 
of certain schools and sects of American pragmatic legal theory, including legal 
realism, essentially confirmed and also justified such hegemony of legal method over 
the formulated text. On the other hand, during the middle of the twentieth century, 
Article 27 of the Charter of the United Nations was designed to prevent the sub- 
ordination of the text of the Charter by means of interpretation. Therefore, Article 
27 states a principle of permanent concurrence among the permanent members of 


7 Franklin, The Legal System of Occupied Germany, in INTERPRETATIONS OF MoperN Lica 
PuiLosopuirs; Essays 1§ Honor or Roscoe Pounp 262 (Savre ed. 1947). 
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the Security Council, so that their concurrence is required not only in the formula- 
tion, but also in the interpretation and administration of texts. 

The American pragmatic jurists seem to have been the dominant force in formu- 
lating the lex Llewellyn. Hence their problem is whether they have accomplished 
as codifiers the codification which as legal theorists they have indicated could not 
be effectively done. As codifiers they demand uniformity in permanence, that is, 
they demand not only the uniform text, but also uniform interpretation, uniform 
administration (save in regard to suppletive texts, abstract universals, elastic clauses, 
standards, and the like), and uniform development of the text to control historically 
new problems. However, as jurists they have subordinated texts to the power of the 
interpreter. 

The authors and redactors of the lex Llewellyn have, it is true, wrestled with their 
problem of achieving uniform interpretation and uniform development. Section 
1-102 “displaces” the legal method of the common law and substitutes the legal 
method of the modern Roman law. But such change of legal method by no means 
guarantees uniform interpretation. Indeed, theories relating to the hegemony of 
legal method over the written formulation have been justified by the history of 
Roman and modern Roman law as well as by the history of Anglo-American com- 
mon law. Furthermore, as legal method is professional method, it is the element of 
law historically least sensitive to the legislative power. Thus, the BGB has no texts 
relating to legal method, including theory of interpretation. 

Fragment 2 of Section 1-102 is directed toward achieving uniformity of interpre- 
tation and development of the UCC. It provides that the motifs (“Official Com- 
ments”) of the National Conference of Commissioners on Uniform State Laws and 
the American Law Institute may be consulted by the courts “to determine the under- 
lying reasons, purposes and policies of this Act and may be used as a guide in its 
construction and application.” However, recognition of the role of the motifs in 
achieving uniform interpretation will not exclude the development of scientific or 
doctrinal writing and the emergence of rival uniform interpretation. 

Section 1-102 may not be adequate to achieve and to enforce uniform interpre- 
tation and development of the /ex Llewellyn. It is ventured that the desired uni- 
formity, acquiring the force of law, can be more effectively realized by means of an 
appropriate cassational or inspectional organization created by the political compe- 
tences accepting the UCC and approved by the Congress under the compact clause 
of the Constitution.’* Of course the necessary apparatus for achieving uniformity of 
interpretation within the federal courts and for the federal courts already exists. 


XI 
The following theses, relating to the projet of the UCC, are ventured: 
(1). The projet introduces the period of the codification of American law. 


"UL S. Consr. Art. I, §10, €3. 











On tHE Lecat Merxop oF THE Untrorm ComMerctaL Cope 343 


(2). The projet shows awareness of the technique of codification and legislation 
of the modern Roman law, but has not been sufficiently influenced thereby. 

(3). Section 1-102.1, 3 of the projet cautiously replaces the legal method of the 
Anglo-American common law with the legal method developed in Roman and 
modern Roman law, not only in regard to genuine interpretation, but also in regard 
to the use of the code itself as a general source of law to solve new problems. 

(4). However, because the projet of the UCC claims general force and general 
potential force, such general potential or analogical force of the code should be sub- 
ject to the ordre publique of the various political competences promulgating the text. 

(5). Moreover, the projet should be followed by the preparation of a general 
civil code, which is justified by the existence of a commercial code, and which is 
made a necessity by the general potential force of Section 1-102.1, 3. 

(6). Although the projet represents uniformity of formulation of texts, so far 
as this has been desired, it may not achieve uniformity in permanence; that is, it may 
not achieve uniformity of interpretation or of development. 
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